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PREFACE 


The subject treated in tbe present pages is closely 
'connected with that of unemployment. It was, in 
fact, tbe study of unemployment wbicb first led tbe 
present writer into tbe field of monetary policy; 
for it is now widely recognised that tbe relationsbip 
between these two questions is so intimate that neither 
can be examined without some reference to tbe 
other. However, although the connection is close, 
there are many considerations other than unemploy- 
ment which affect monetary policy. Financial, 
economic and social interests of a varied nature are 
involved, all of which demand due consideration 
before the final policy can be decided. Thus, altSough 
the search for a solution of unemployment leads to 
the study of monetary principle, it thereby opens 
up a wide field of research involving other complex 
problems. 

The, examination of such problems has entailed 
frequent application to economists and organisations 
of various kinds in order to secure a clearer under- 
standing of the technical points involved. The 
advice received, although originally intended for more 
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official use, has to a large extent assisted, the pre- 
paration of the p^-esent essay, and I had hoped to 
'take this opportunity of expressing my appreciation 
for the exceptional courtesy and kindness shown by 
those approached. If, however, ^ my debt appears 
to go xmrecognised, the failure lies rather in the diffi- 
culty of interpreting so wide and personal an obhga- 
tion. Happily, those to whom I owe the greatest 
debt are independent of any notes which might* 
appear in these few intended lines of thanks. 

J. R. B. 



INTRODUCTION 


The events of recent years have added considerable 
support to the thesis that disaster is perhaps the 
most effective spur to progress. In general, serious 
loss provides incentive to search, not merely for a 
temporary remedy or device, but rather for a perma- 
nent cure. The war itself has been perhaps, of all 
catastrophes, the most fruitful of such results. For 
although in many spheres confusion has resulted from 
relaxed control, constructive thought has also broken 
from the bondage of convention, and has been able 
to produce, out of the confusion, new structures 
built on more logical and lasting bases. 

Monetary systems have been no exception 1)0 the 
rule. Several years of swiftly changing standards 
have caused such widespread dislocation as ■to compel 
the adoption of active measures of reform. Already 
developments have taken place in different quarters, 
which mark a definite gain on pre-war principle ; and 
there is reason to believe that the process of recon- 
struction ■will continue imtil the ultimate position 
reveals a universal balance of advantage. 

At the present time, however, the situation is so 
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fluent and uncertain as 'to give reasonable occasion 
for doubt as to the immediate future of monetary 
seform. It is true that real gains can be recorded. 
Money has now, in point of fact, acquired more stable 
value than at any time since the outbreak of the war. 
In the United States, Great Britain, Sweden, Switzer- 
land, the Netherlands and many other countries, 
tjie past three years have been marked by a relatively 
high degree of price stability. Numerous other- 
comitries, such as Germany, Hungary and Austria, 

"■ have succeeded in stabilisuig their exchange and 
so tying their fortunes to the dollar or to sterling. 
But in spite of this appearance of gradually increasing 
solidity and strength, a certain lack of confidence 
still prevails. Nowhere is there adequate assurance 
that the relative price stability attained will be 
preserved. And whereas the stability itself is impor- 
tant, confidence in its continuance into the future may 
be almost equally "so. 

Tw* 5 conditions would seem essential before full 
confidence in the price policy of the future can be 
restored^ The first is that of securing universal 
agreement on the monetary standard which would 
yield the b5st results. This problem is, however, 
approaching daily nearer its solution and will there- 
fore receive comparatively little attention in these 
pages. It seems probable that the various forces 
working for the return of gold will bring that metal 
into use in the large majority of coimtries just as 
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soon as industry is able to support tbe strain apd 
undertake tbe risks. And whereas one may hold 
the view that the non-metallic standard constituted 
the Utopian there can be no question that the 
gold regime is capable of being moulded in such a 
manner as to satisfy completely the requirements 
of a price stabilisation policy. In these circumstances, 
the nature of the system itself may be of less impork- 
'ance than the achievement of general unanimity 
thereon. However this may be, the argument 
throughout these notes assumes — a little regretfully, 
perhaps — that there will be a widespread abandon- 
ment of the greater freedom of the paper standard 
and a general concentration on a theoretically 
perfect, but perhaps less plastic regime, the Genoa 
system for a gold exchange standard.^ 

The second principal condition for the return 
of general confidence, and the one with which this 
essay is more particularly concerned, is that clear 
definition should be given to the policy of stabilisation 
to be adopted. In illustration of this requirement, 
it may be shown that when, for instance, the value 
of a currency is stabilised in terms of gold, that 
currency is made equivalent to “a defined weight of 
gold. Similarly, when one currency is stabilised 
in relation to another, precise limits are defined 


1 These pages were written before the resumption of the gold standard 
by Great Britain, a circumstance which makes the above forecast still more 
certain. 
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witliia wMcli fluctuations of tte exchange rate are 
to be restrained. Without such clarity of definition 
“the policy of stabilisation would in either case be 
meaningless. The same is true of gtny policy of 
price stabilisation; if stability of^ currency in terms 
of what it buys, commodities, is to be secured, one 
essential element for the new development is to define 
in unambiguous terms the precise nature and degree 
of the stability to be attained. 

The importance of giving clear definition to the 
objective in view will be more readily perceived when, 
in the chapters which follow, an account is given 
of the somewhat complex machinery necessary for 
securing price stability. Under the gold regime, no 
country will be entirely independent in its monetary 
policy; and in order to safeguard the principle of 
price stability, international agreement and co- 
operation will be necessary. It is evident, however, 
that international agreement is impossible unless 
the PoUcy to be mutually approved is capable of 
definition. Neither is it sufficient merely to express 
the policy in terms of general principles; for, when 
the aim in view can only be attained through a number 
of countries working separately in their different 
spheres, they must one and all interpret that aim 
ahke. And for uniformity of interpretation, clarity of 
definition is the first essential. 

Furthermore, various important forces are working 
against the principle of price stability. There is 
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first tlie natural swing of industry itself. Unless the 
fluctuation of trade can be restrained, it will destroy 
tbe efiort to maintain a steady level of prices. Again* 
with, the resiioration of gold as an essential element 
in tlie monetary system, there will be a tendency for 
that metal to claim complete command once more. 
The gold situation may gradually force its way into 
recognition as the dominant criterion for credit 
'regulation, to the detriment of price stability. So 
long as such conflicting influences remain, there can 
be no security for the principle of price stability 
■unless it is intelligibly defined. The. executive 
responsible for monetary policy are lost unless they 
have in mind some precise conception of what they 
are trying to preserve. 

Such broad ideas ■will take more concrete form 
when the mechanism for securing monetary stability 
is more closely examined. At the outset, it seems 
clear, however, that, both for the purpose of devising 
the national and international measures ne^ssary 
for bringing price stability into force, and for the 
safeguarding of that principle once in oper^ion, the 
clearest possible definition must be given to the aim 
in view. 

The aim to be attained does not, however, lend 
itself easily to definition. Two alternative methods 
of describing price stability ■will be suggested here. 
The first, the more precise, requires the recognition 
of a given level of prices as “ normal,” and the maiuT 
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tenance of the price level always within reasonable 
range of that position. The second, permitting less 
precision, but more discretionary power, assumes that 
price fluctuations should be judged according to their 
effects; only when the movement^ becomes so rapid 
as to introduce unhealthy tendencies, should the 
movement be restrained. Under this second system, 
the price index is supplemented by subsidiary indices 
of speculation, emplo3rment and production, indicating' 
the actual effects of the change of prices. 

In order that these methods of defining the objective 
of monetary stabilisation may be clearly pictured, 
they are shown more fully as the workuig basis of 
two complete alternative systems of price stabilisation. 
The two systems, which are thus built up, are quite 
distinct; and they demand that a definite choice 
should be made between them. Accordingly, they 
are set up side by side and examined in relation to 
sis important tests, to determine which will give the 
greatest satisfaction from all social points of view. 

The defining and the testing of these two alternative 
systems 'of price stabilisation forms the principal 
theme of the present essay. Perhaps the task 
involved is of a sofliewhat exacting nature; for it 
entails the development of an imaginative picture, 
showing each stabilisation system in actual operation ; 
and then a comparison has to be made of the probable 
results which each would give. All that is claimed, 
however, is that the task is an essential one, and must 
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inevitably be taken up by those who wish to see the 
principle of monetary stability applied. Without 
definition, this principle can iuspire no confidence 
neither can it be consciously attained by those who 
guide our monetary policy. 

It is not suggested here that the urgency of giving 
definition to the desired objective has been entirely 
disregarded. Numerous economists have defined 
precisely the degree of price stability they think is 
needed, but unanimity is far from beiug reached. 
The arguments adduced are scattered wide in different 
works. Each author tends to emphasise one par- 
ticular aspect, and a certain width of perspective is 
inevitably lost. Thus, the strong conviction still 
remains that, despite the mass of well-directed thought 
and unanimity on broad conclusions, society is not 
yet ripe for price stability, merely because it has not 
yet determined what precise nature or degree of price 
stability is universally desired. 
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PART I 

DESCRIPTIVE 

CHAPTER I 

THE NEW PROBLEM 

Monetary stability, or stability of the purchasing 
power of money, can be secured only through the 
stabilisation of trade itself. For the purchasing 
power of money is determined by the prices of the 
commodities which money buys ; and prices, in turn, 
depend upon the state of trade. When the demand 
for -any one commodity increases, the price of <^at 
commodity tends to rise. Similarly, when trade, 
in general, is active, and the demand for large 
number of commodities develops, then the general 
level of prices is drawn upwards ; ^nd witLthe general 
rise of prices, the purchasing power of money falls. 

Monetary stability and trade stability are thus 
almost synonymous. In any event, the only means 
for giving a stable value to money is to stabilise the 
current of trade. Otherwise expressed, the essential 
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problem in securing mf)netary stability is that of 
ruling out fluctuations of trade. Tbe “ trade cycle,” 
so long as it remains uncontrolled, will produce 
■fluctuations in prices and tbe resultant variations 
in tbe value of money. 

Tbe problem of controlling trade fluctuations may. 
be expressed as that of securing a uniform rate of 
.expansion in industry as a whole. Unless regulated, 
tbe development of trade tends to follow an uneven 
course, periods of unrestrained extension giving place 
to retrenchment and recoil. Tbe forward sweep of 
trade is a united, almost an organic movement, 
involving every industry, and containing within 
itself a powerful momentum. It is tbe steadying 
of this momentum which constitutes tbe essential 
task of stabilisation ; tbe aim should be, metaphoric- 
ally, to set a bridle on tbe advance of industry, and 
by judicious restraints, alternatiug with relaxation 
of tbe rein, maihtain that rate of progress which 
int*4ves neither excess nor undue sluggishness.' If 
such steadiness can be imparted to the development 
of trade, a certain measure of price stability should 
ensue. In fact, the limits within which the price 
-level can b^ confined will depend essentially upon the 
extent to which the course of trade can itself be 
smoothed. If industry caimot be restrained from 
wildly fluctuating, then prices will also swing to and 
fro Tvith equal unrestraint. 

A further feature, common to the policies of stabilis- 
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ing industry and stabilising* prices, is that both are 
concerned with general, and not with individual 
movements. In the stabihsation of prices, the relative 
movements of the separate prices are disregarded, 
and only the gen eral trend, is taken into account. 
Likewise, the stabiSsation of trade infers the regula- 
tion of the “ average ” movement, each individual 
unit being untrammelled by direct restraints. The 
measures to be applied are such as bear lightly and 
as widely as possible over the difierent sections of 
the industrial community. 

Such preliminary notes are intended as introductory 
to the main point of current interest : the problem 
of stabilising industry to-day presents itself in a form 
considerably difierent from that of pre-war days. 
An important change has occurred in the nature of 
trade fluctuations, which has altered and materially 
enlarged the task of stabilisation. Before the war, 
the trade cycle was regarded, in it? broad features, 
as a* mechanical, almost stereotyped phenomeissS. 
It conformed to certain rules or standard beliefs as 
to the order and the manner in which its. difierent 
phases followed one another. In point of fact, the 
course of trade did follow fairly .regular' wave-like 
phases of development and change. From time to 
time, after some years of undisturbed, monotonous, 
but healthy industry, there gradually developed a 
stage of general prosperity, leading finally to intense 
activity, or “boom.” The unrestrained expansion 
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and excessive speculation fostered during such, a time, 
produced internal stresses which, gradually under- 
mining the inherent momentum of the boom, resulted 
finally in collapse. Then followed crisis, in industry 
and finance alike, and general liquidation.- The 
subsequent process of marketmg'’ surplus stocks, of 
closing down imsound adventures, and pruning out 
'•uneconomic units occasioned widespread loss and 
suffering. Depression continued until readjustments 
had been made and surplus stocks worked off. 
Finally, the gradual dawn of confidence, after the 
months of gloom, would mark the inception of a 
period of recovery. Revival, once afoot, was usually 
cumulative, and industry, in course of time, would 
once again be throbbing with activity. The trade- 
cycle, truly so-called, might then begin again. 

Before the war, owing to the regularity of the 
recurrence of the trade cycle, this phenomenon was 
regarded as alm&st inevitable. It was examined by 
eCfeomists in a fatalistic frame of mind, as a* by- 
product of the industrial system from which there was 
no escape. It was considered to have a natural 
periodicity, about seven to ten years, which it would 
be impossfole to break. The sequence of its different 
phases— -boom, crisis, depression and recovery — 
was felt to be unalterable, and each phase was supposed 
to arise out of its predecessor. 

This generally fatalistic way of regarding the 
pre-war trade cycle was not without a basis of sound 
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reason. Industry works at aU times in a money 
economy. Before tke war, tke monetary system 
was almost mechanical; and it inevitably imparted 
a certain mechanical character to industrial fluctua- 
tions.” Only a moment’s consideration is necessary 
to show the important position which money holds 
in economic life. Every transaction which is ever 
effected in business is carried through by means oi> 
some form of money or credit instrument. Without 
money, no man can buy. And a fractional change 
in the amount of money or credit in actual use will 
make an important difference to the total purchasing 
of the community. Consequently, the banking system, 
which is the source of the money supply, must exert 
a powerful influence on the general trend of trade 
activity. Large sections of industry are, in fact, 
directly d%endent on loans' fi'dm the banks for' 
financing' enterprise, and' the rest are indirectly 
dependent on the system as the source from which 
the essential instruments of purchase are distribtftSd. 
In consequence, when the banking system follows a 
restrictive policy, discourages borrowing, and compels 
the repayment of loans, the whole of industry must 
feel the reaction in the diminution of traSe demand. 
Conversely, a more liberal policy facilitates the 
expansion -of demand. 

Before the war, the loan policy of the banks was 
determined by one predominant factor : the state 
of the reserves of gold. Whatever policy the reserve 
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situation dictated was ]^ut into effect. Thus, when 
gold abounded, credit was universally eased, con- 
fidence tended to revive, trade to expand and prices 
to rise. The development, once in motion, continued, 
diffused, and gradually matured into a boom.' The 
boom might then continue, pressed forward by its 
own inherent forces, until it caused such a develop- 
rnient in the demand for credit that the banks began 
to fear for the adequacy of their reserves. There- 
upon the expansion of credit was restrained; the 
boom was checked; crisis and reaction followed, 
bringing in their train depression. Prices fell, and 
credit deflation continued until ultimately the situa- 
tion was restored, with adequate or redundant gold 
reposing in the vaults of banks. The downward 
movement might then terminate, and the upward 
swing begin again. 

The monetary factor was, of course, not the only 
one for consideration, even in the mechanical pre-war 
sj^Wem. Within the major swing of trade and prices, 
fornung a complete cycle of some seven to ten years, 
there (»were frequently minor cycles, caused and 
restrained by factors independent of the monetary 
system, .^d even, in the major cycles, circumstances 
unrelated to monetary conditions intervened and 
influenced the general trend of trade. What may be 
said with some certainty, however, is that, regardless 
of other circumstances, the upward swing of trade, 
the boom, was definitely limited by the available 
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gold supply. Moreover, th® intensity of depression 
was also liinited, though less rigidly, by the sanie 
condition; for as soon as the reserve situation was 
sound and showed that the critical period was passed, 
confidence revived and facilitated trade expansion. 
Industry thus fluctuated between elastic limits, the 
limits being determined very largely by the monetary 
supply. 

Almost every pre-war theory of the trade cycle, 
whether monetary or otherwise, tended to show the 
movement of trade as a mechanical, “ inevitable ” 
pendulum swing. In consequence of this, even the 
most optimistic of reformers felt that little more was 
possible by way of remedy than to temper down the 
most destructive phases of the inevitable cycle. 
It was thought that, here and there, it might be 
possible to intervene. In times of very serious 
distress, perhaps, an attempt might be made to fill 
up the slump in business demand by introducing 
public works. Or, occasionally, it might be posable 
to disregard the gold reserve situation and tem- 
porarily adapt credit policy to the requirements of 
industry. But no continuous, concerted policy was 
ever contemplated. Although the impatoce of man 
was perhaps unduly stressed, there seems no question 
that the mechanical system of monetary control in 
operation then precluded the most efiective remedy 
from use. For instance, it seems questionable whether 
any action whatever could have been taken to avoid 
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the three serious depressions which took place between 
1873 and 1896, when the production of gold failed to 
keep pace with industrial expansion. The 40 per 
cent, fall of the price level during that period could 
not have been prevented without the modification of 
the monetary system ; and whenever prices fall, loss 
is incurred and depression inevitably ensues. 

___ Since the war, however, a new conception has 
developed. The trade cycle itself has broken away 
from aU the characteristics which qualified it as “ inevit- 
able.” And the new trade fluctuations are no longer 
regarded as an unalterable dispensation of unseen 
powers ; on the contrary, they are recognised to be 
subject to influence by forces within human control. 

The changing character of the trade cycle is perhaps 
most evidenced in the complete break-up of cyclical 
periodicity. Since the Armistice, France, for instance, 
has had three complete cycles, marked by crises of 
some magnitude in 1919 and 1921, and a minor slump 
in J,824. Furthermore, the so-called “ world crisis ” 
affected different countries at entirely different dates. 
Japan, ^India and Egypt felt some reaction early in 
1920. America’s depression developed in the summer 
of that year: Scan^navia and Western Europe were 
not affected until the following winter. Depression 
reached Czechoslovakia only at the end of 1921, 
Austria in 1922, Germany and Greece in 1923 and 
Poland in 1924. 

A further change which has occurred and has 
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deprived trade fluctuation® of their “ inevitable ” 
character, relates to the seqxience of the differetit 
phases of the cycle. The previous order of boom, 
crisis, depression and recovery has by no means been 
maintained in post-war times. Thus, the case of the 
Netherlands might be cited, where no boom occurred 
in 1919 and no severe crisis was felt in 1920 ; yet 
depression began in 1921 , developing greater intensity 
throughout 1922 and 1923 , until finally the winter 
of 1923-1924 might justly be considered more critical 
than any other period. Again, the United States 
experienced rapid recovery from the slump of 1921 , 
continuing until the spring of 1923 ; then followed a 
period of healthy, stable trade for the rest of the year ; 
then, for no apparent reason, a gradual decline in 
1924 — preceded by neither boom nor crisis — ^which 
culminated in serious depression. 

Thus, with evidence accumulating on every- hand 
to show that industrial fluctuations may have defin- 
itely changed their character, the successive pjj^.ses 
of trade activity cannot truly be regarded as “ inevit- 
able.” On the contrary, the coincidences perpetually 
arising would seem to point to the reverse opinion, 
namely, that fluctuations of trade are -at all times 
subject to influence and sometimes to control. In 
actual fact, every important change which has occurred 
in trade during the post-war period has been accom- 
panied by some corresponding change in the financial 
or monetary policy in the State concerned. Thus, 
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inflation lias given rise to^ boom in trade ; tbe policy 
of deflation bas, at all times, brought about intense 
depression; and a stable price regime has in most 
countries been accompanied by the smooth develop- 
ment of trade. 

Arising out of innumerable cofticidences of this 
nature, the theory has thus arisen that the State 
and banks combined might at all times so mould 
their financial and credit policies as to influence the 
trend of trade and assist stability. Whereas their 
influence has previously contributed, perhaps unavoid- 
ably, to augment instability, it might in the future 
be used as a powerful stabilising force. For instance, 
it is felt that immediately industry is breaking away 
from a period of healthy activity into one of excessive 
expansion, the issue of credit might be restrained by 
banks ; and the State might reinforce this moderating 
influence by postponing public works. Then, when 
depression seems* imminent, the policy might be 
reversed, loan conditions being greatly eased by banks 
and public enterprise being speeded up by municipal 
and State authorities. , 

In one country, such a policy has already passed 
the stage of* theory^ and is being tested in practical 
application. The Federal reserve system of the 
United States regulates the credit policy of that 
country almost exclusively in accordance with criteria 
showing the real needs of industry. An attempt 
is being made to adjust the general credit supply 
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of the country so as to a\^id restraining legitimate 
trade expansion, wMIst, at the same time, eliminating 
undue speculation. The purpose is, in broad terms, 
to secure smooth development at every stage by 
counteracting any tendency to maladjustment or 
loss of equHibriunf in the process of production.^ 

For some three years, the new technique of credit 
control has been in evolution, and its continuance 
for some time into the future may be expected. 
There is, however, one essential condition on which 
this development has been dependent, a condition 
which will be equally necessary in the future unless 
the whole conception of scientific control of credit 
is to be abandoned. During the last few years 
the United States have possessed a supply of gold 
considerably in excess of the legal requirements of 
the banking system. Consequently, the mechanical 
interference of the gold reserve situation has been 
avoided. Throughont the period o]^post-war develop- 
ment, the gold situation has, in fact, been. excluded 
from the criteria governing credit policy. 

So long as a surplus of gold can be maintamed in 
the United States, the necessary freedom for the 
development of a scientific technique of credit control 
will be preserved. In other countries, a similar 
freedom will be created wherever the gold situation 
is ruled out as a determinant of credit policy. This 

^ For a complete account of the new system in use, see the Tenth Annual 
Beport of the Federal Beserve Board. 
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could be done, to some exfent, under tbe gold standard 
by tbe abandonment of fixed reserve requirements, 
or it could be effected by tbe continued operation of 
an independent non-metallic standard. It will, pre- 
sumably, be tbe task of some future international 
conference to ensure tbe preservation of tbe surplus 
of gold in tbe United States by restricting tbe inter- 
national demand for that metal ; ^ and it is to be 
expected that certain other countries will adopt sucb 
monetary systems as will allow them a measure of 
independence in tbeir internal credit policy. In sucb 
circumstances, tbe policy of credit control, wbicb bas 
sprung up during tbe last three years in tbe United 
States, can be continued in that country and can be 
extended, within limits, to other States. 

It may be, perhaps, that this represents a some- 
what too optimistic view of tbe future. Tbe monetary 
world appears, in fact, to be hovering between two 
alternative proposals. Tbe one proposal is that tbe 
surplus of gold now existing should be distributed 
amongst tbe various nations again accosding to pre- 
war proportions, so that reserve ratios might again 
come into play. Tbe distribution would be effected 
in sucb a way tbat^tbe gold reserve situation would 
stand roughly where it was before tbe war. Credit 
policy would then be deternained once again by tbe 
volume and movement of gold reserves. Tbe object 
of this procedure would be, in fact, to re-establish 

^ For an account of the measures involved, see Appendix I, 
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the gold standard in identically the same form as 
existed before the war. 

If this counsel were to prevail, then industry would - 
once again be at the mercy of the gold market. Any 
shortage of gold, no matter how created, would com- 
pel the contractidh of credit, and precipitate depres- 
sion. The trade cycle, working within the traditional 
monetary structure, would again assume its “ inevit; 
able ” character. Fatalism would prevail once more ; 
and the conception of a continuous system of credit 
regulation based on the observation of industrial 
conditions would fade into oblivion. 

The alternative proposal, the one briefly touched 
upon above, is to preserve, and if possible extend, 
the conditions which during the past three years 
have given freedom to the control of credit. By 
various devices (to be discussed more fully later), 
the gold situation is to remain banished from the 
criteria determining credit policy, 'So that a system 
such as that built up recently in America may be 
continued without interference from such rigid and 
mechanical conditions. For the , purpose ^^f the 
present essay it wiU be assumed that this policy 
will be the one followed, and th§t efflcient measures 
will be introduced for preserving freedom for the 
control of credit. 

If these conditions may justly be assumed, there 
will then subsist what we have termed “the new 
problem,” namely, that of devising, not a disjointed. 
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o;pportTin.ist policy of credit regulation, such, as might 
have been applied before the war, but a consistent, 
continuous credit policy for influencing industry at 
every stage and facflitating its stability. The essential 
feature distinguishing the new policy from pre-war 
methods is the permanent charaotef of the regulative 
influence to be exerted in the future. 

, Let us then press forward to the examination of 
the new problem in greater detail. In view of the 
preponderating influence of the banking system, 
its credit regulation will be regarded as the central 
feature of the new policy. The co-operation of the State 
in the policy will be introduced in its relevant place. 

In approaching the problem raised by a permanent 
policy of credit regulation, two principal questions 
stand out. First, what are the chief objects to be 
attained by such a policy? Secondly, what precise 
indices are available for showing whether those 
objects are being achieved ? 

1 . The Aim of a Continuous Credit Policy. 

As regards the first of the fore-named problems, the 
nature of the objects to be attained, it has been 
assumed, up* to the,, present, that the chief purpose 
of credit policy should be to maintain industry at its 
highest permanent level of activity ; that the endeavour 
should be made to steady the forward swing of trade 
so that excessive extension may be avoided and 
industry stabilised at the high level reached. 
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Tiiis does not seem a sufficiently wide view, however ; 
for various other considerations arise which should 
not be neglected. Credit policy, by affecting the level 
of prices, affects also the cost of living ; and changes 
in the cost of living entail the readjustment of wages, 
with all its distre'Isful accompaniment of industrial 
friction and unrest. Again, credit policy, by influenc- 
ing the level of prices, affects also the distribution, 
of wealth and income, first favouring one section of 
the industrial community, then another. Credit 
policy thus raises issues of great concern entirely 
apart from its relation to industrial productivity. 

These further considerations, the advancement 
of industrial harmony and the promotion of social 
justice, will therefore not be lost to view. But in 
the interest of clarity it is intended here to consider, 
for the moment, only the problem of securing a high 
degree of efficiency in industry. Thus, for the purpose 
of the initial discussion of the new permanent policy 
for the continuous guidance of industry, we shall 
regard as one essential object of such policy the 
maintenance of industry at a high level of ac^vity. 
More concretely, this aim might be described as that 
of securing maximum long-period productivity in 
industry, 

2. The Selection of the Indices for the Guidance of a 
Continuous Credit Policy. 

The second point of importance in broaching the 
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new problem is, having set before us the task of 
securing maximum productivity, to determine wbat 
precise indices are available to show at every stage 
wbether tHs purpose is being attained. At first 
sight it seems that, since production is the aim, an 
index of production itself would pFove most valuable 
as a guide. For instance, one might decide upon a 
maximum “ normal ” level of production, that is, 
the level which might be considered to represent the 
highest attainable long-period average of production. 
Then if production fell below that normal, credit 
would be eased ; if the level of production rose above 
normal, credit would be restrained. 

It is patent, however, that such a criterion can 
never be used independently of other indices. In 
the first place, there are few countries in which a 
satisfactory index of production exists ; and, secondly, 
even though the actual measurement of production 
were to raise n<5 serious problem, the determination 
of the most suitable “ normal ” would meet insuper- 
able difficulties. Any sudden change in motive power, 
hourscof work, mechanical inventions, etc., would 
so modify the productive capacity of a nation as to 
convert the computation of the normal into pure 
conjecture. 

An index of employment has sometimes been 
suggested ; for employment is capable of fairly 
accurate measurement and its maximum is more 
precisely known than that of production. It has 
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been proposed therefore that wnen the limit of employ;- 
ment is being reached, that is, when a certain 
“ normal ” level has been exceeded and production 
is consequently approaching a maximum, credit 
should be restricted. When this policy begins to 
cause unemployment and the index of employment 
falls below the normal, the policy should be 
reversed and easy credit conditions introduced. In, 
this case again, however, the selection of the “ normal ” 
level of employment would be quite arbitrary. If 
the level chosen were too high, the result would be 
continuous inflation; if too low, deflation would be 
the consequence, and the aim of securing maximum 
productivity would at the same time be missed. If 
by a happy chance stability of prices were gained 
through the selection of the right normal, so much 
the better; but would it not seem more rational 
to avoid all risk of inflation and deflation by using 
the price level as the principal criterion at the outset ? 

In any event, the employment index, like the pro- 
duction index, could never be considered as more than 
a subsidiary guide to credit policy. It seems, there- 
fore, that, even though maximum productivity be 
the- object of credit policy, the index of production 
and allied indices are insufficient in themselves to 
show whether the desired aim is being obtained. 
It remains to be seen, therefore, whether by combining 
them with an index of prices, or by the use of the 
price index alone, a satisfactory criterion could be 
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found to indicate that maximum long-period produc- 
tivity is beiug acMeved, 

It may perhaps be difficult at the outset to 
appreciate that any connection whatever can exist 
between price movements and productivity." The 
relationship can, however, be worked out almost 
mathematically by the following chain of reasoning. 

The index number of wholesale prices is a figure which 
is reached by averaging the prices of a representative 
group of commodities (usually some forty articles 
or more) entering largely into commerce. This being 
the case, it is to be seen that, just as the change of 
price of any individual commodity in the group 
denotes a corresponding change in demand and supply 
affecting that article, so the composite index number, 
by reflecting the price changes of the entire repre- 
sentative group, shows as clearly as is possible, the 
relative state of demand and supply for commodities 
in general. The fullest statistical evidence supports 
the theoretical argument that this index of the general 
level of prices is the most sensitive index available 
for showing changes m the general state of demand 
and supply. Thus, when the price index rises, this is 
usually an* indication that the general demand of the 
community is tending to exceed supply ; when there 
is a fall of prices, this is the outward sign that demand 
is falling off and is proving inadequate to absorb the 
new product of industry. So long as the price level 
remains stable, this is the clearest evidence that 



1 THE NEW PROBLEM 19 

demand is neither outstrippmg nor falling behind 
supply, but that demand and supply are running 
evenly on parallel hnes. 

Such a condition of equilibrium is the ideal of all 
monefery policy. If it were possible to adjust demand 
exactly to supply at all times, there could never be 
depression. The trade cycle would be ruled out of 
existence. When the price index remains steady it 
is. the surest possible evidence that the ideal adjust- 
ment is being achieved. Regarded in this light, the 
stability of prices is less an object in itself than an 
indication that the desired equilibrium between 
demand and supply is being preserved. It is an 
indication that demand is never unhealthily active, 
nor is there ever a check in the absorption of what- 
ever industry produces. 

How then is this index of prices related to the 
problem of maximising production ? In this way : 
the essential condition for securing maximum con- 
tinuous production is that there should always be 
just sufficient demand — ^neither too much nor too 
little — to absorb whatever new supplies are braught 
forward for sale. Production depends essentially 
on demand : on the ability to market the product ; 
and maximum long period production depends on the 
continuance of good markets. Por it is to be seen 
that a feverishly active market cannot call forth more 
production than a healthily active market, since the 
productivity itself of industry is ultimately limited. 
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But, on tlie other hand^ a feverish market leads to 
general speculation and breeds an ultimate relapse. 
Hence the average production called forth by altern- 
ately feverish and stagnant markets must be less 
than that induced by a stable, continuously healthy 
market. 

If it is possible therefore, by carefully watching 
the index of prices, to ensure that demand is always 
running exactly parallel with supply, this provid.es 
the clearest possible assurance that market con- 
ditions are prevailing which will call into existence 
the maximum long period piroductivity of industry. 

This, then, is the essence of the argument in favour 
of price stabilisation from the point of view of maxi- 
mising production. There arises, however, an objec- 
tion of a practical order. Suppose that the policy 
of stabilisation were inaugurated when industry 
was in serious depression. Would not this mean 
stabilising both' demand and ?upply at a very low 
ebb ? Again, even though industry were at ar high 
pitch, would it not be possible for both demand and 
supply to decline together whilst the price level 
still remained stable? These appear to be quite 
legitimate'' questions and can seemingly be answered 
only by an examination of the incentives to expansion 
inherent in industry itself. 

The evidence of the past three years has shown 
that industry can in point of fact recover from the 
deepest depression without the stimulus of rising 
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prices ^ (tiougli a slight rise of the price level may 
materially aid the revival). What is of importance 
to note, therefore, is that the incentives inherent in 
industry itself are strong enough, even when prospects 
are poor and costs abnormally high, to produce 
expansion. If industry can thus expand xmder 
such unfavourable conditions without the stimulus 
of rising prices, the incentive to expand in more* 
prosperous times must certainly be adequate to 
maintain industry at its highest healthy pitch without 
the aid of a rise in prices. A policy of price stabilisa- 
tion need therefore cause no apprehension as to the 
possibility of its imduly restraining industrial develop- 
ment or leading to decline. 

Industry itself, when analysed, is merely a com- 
posite of a vast number of business units, each of 
which is vigorously impelled by human aspirations 
— ^the desire for profit, the desire for prominence, 
the desire for power, the desire to render service — 
by ef^ery stimulus, in fact, which causes units, large 
and small, to snap up opportunities for new expansion. 
The incentive to expand is ever present. Aft that 
monetary policy aims at is to hold that incentive 

^ The recovery in Sweden, Canada and Switzerland was*eSected on an 
almost stable price level. In Great Britain prices have remained relatively 
stable for three years, but recovery has been very slow throughout and, 
at the time of writing, appears to be definitely checked. This may be due 
to numerous causes, such as international dislocation, or the threat of a 
further fall of prices, or the inability of war-extended industries to transfer 
their surplus labour back to other trades. It does not, however, discoun- 
tenance the theory outlined here that the assurance of a stable level of 
prices is itself a condition that wifi permit, and will favour and foster, all 
legitimate trade expansion. 
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jjadiciously in check and never permit its breaking 
loose and plunging industry into the whirlpool of a 
boom. The stabilisation of prices does not and cannot 
destroy the incentive to develop ; it merely eliminates 
the false stimulus produced by rising prices. 

Moreover, when prices tend to^'fall — the outward 
evidence that demand is weakeniug — ^the stabilisation 
'■policy entails that every effort will be made to increase 
the purchasing power and the buying activity of the 
community. If the policy succeeds, it thus ensures 
that markets are provided for every increase of goods 
which sound expansion and new economies can yield. 

Thus, under the stable price regime, there are two 
sets of forces at work tending to maintain industry at 
its highest permanent level of activity : on the one 
hand, the incentives inherent in competitive industry 
itself and, on the other, the continuous conscious 
attempt through monetary control to prevent demand 
from waning, iharkets from weakening, and prices 
from declining. 

Perhaps this method of statement may seem 
unduly theoretical; but the practical observer will 
find its conclusions amply supported by historical 
fact. No serious 4epression has been known in any 
country at any time without a corresponding fall 
of prices. And no boom has ever been experienced 
without a rapid upward swing. There is thus reason 
for concluding, from evidence both of fact and theory, 
that the stable price regime will lead to the maximum 
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long-period productivity dl industry. And in so 
far as this may be the aim of credit policy, the price 
index might justly be taken as the essential guide 
for those responsible for control. 

This is a conclusion of no small weight. Price 
stability may be ’regarded as in itself an aim. But 
essentially, its purpose is to provide an index for the 
guidance of monetary control in order that maximum 
productivity may be secured. If this may be accepted 
as a basic principle, the further problems then arise : 

What degree of price stability is desirable? And 
should the price index be used independently, or 
should it be combined with other indices such as those 
of production and employment? Until these ques- 
tions receive an answer, more or less unanimous, the 
principle itself is of little value. Although, by con- 
tinuous kindly interventions of Fortune, a high 
degree of price stability might be secured and yield 
correspondingly good results from the point of view 
of production, yet without precise definition, the 
policy of price stabilisation could not inspire the 
necessary confidence to make it yield the best results. 
Moreover, there always remains the possibility that 
no stability wiU be secured at all, if thos-tt desirous of 
seeing it in force are xmable to describe exactly what 
they want. 

This brings us, then, to the principal theme of the 
present essay : the qualUy or degree of price stability 
required ; and the method of defining such stability. 
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The best method of approach would seem to be 
to reverse the order of these problems. As a means 
of describing how the price index may be used as a 
guide to credit policy, let us first build up in our minds 
two complete alternative systems of stabilisation 
embodying the use of the price Index, each in a 
different way, as a central feature. It will be seen 
later that there are two possible systems, and only 
two, in which the use of the price index can figure 
as a principal characteristic. After describing these 
two systems and picturing them clearly in our 
imagination, we may carry them forward, side by 
side, and examine them in the light of different tests, 
to see which would seem to give the greater satis- 
faction from all social points of view. Having thus 
visualised these price stabilisation systems in opera- 
tion and compared their probable effects, and having 
determined which wiU yield the best results, we shall 
then be able to say that the approved system is the 
one which contains the ideal conception of price 
stability. That system will reveal the precise nature 
and d^ee of price stability which should represent 
the aim of monetary policy. 

This first d;ask of ^escribing the alternative systems 
is not simple. It will be somewhat exacting of the 
imaginative powers, and the reader’s indulgence is 
therefore solicited. 
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3. The Alternative Systems of Price Sterilisation . . 

The first possible system of price stabilisation is as 
follows : 

A definite level of prices would be selected as 
“ normal.” The.^attempt would then be made to 
hold the price level at all times as near as practicable 
to that normal, say, within 3 per cent, of it.^ When- 
ever prices fell below normal and approached th§ 
lower limit, credit would be eased and all possible 
measures adopted by State and banks to encourage 
purchasing activity, so that the level may fail no 
further. The reverse process would be apphed when 
an upward trend was in evidence ; undue divergence 
from the given normal would entail the application 
of a restrictive credit policy. This method we shall 
term below the “ constant price-normal ” system, 
since it contains as its essential feature the idea of 
a fixed and recognised “ normal ” level of prices. 

The second method of usiug the price index is 
rather more complex : 

There would be included no conception of a fixed 
“ normal ” level of prices. The price level ‘would 
remaha, so to speak, unanchored. And, ccmsequently, 
the long-period or secular movCinent of the price 
level would be left entirely to hazard. But the 

^ In practice the width of fluctuation would not he rigidly defined, but 
would at all times be at the discretion of the central banks. Moreover, 
they would use criteria, other than that of the movement of prices, for 
determining at what stage to check the divergence of the price level from 
normal and turn it back towards normal. 
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actual current movement would, at all times, be 
regarded. Wbenever the current price movement 
gave evidence of introducing unbealtby tendencies, 
either by leading to speculation or by bringing on 
depression, tbe movement would be restraiued.* 

It is evident that, under sucb a'^system, tbe price 
index could not be used independently. ^ For tbe 

^ It has been suggested that even under this system, without the use 
of a “normal,"' the price index might be used independently, provided it 
might be possible to define the degree of rapidity of price movement whieh 
might be permissible. The principal harm caused by price movements 
is after they have attained a certain degree of rapidity ; and the purpose 
of this more elastic system would be to prevent such development into rapid 
fluctuation. 

This proposal, however, raises the extremely difficult problem of defining 
“ permissible rapidity.” A movement, 'say, of 4 per cent, per annum would 
not seem excessive, though that would be quite an arbitrary figure. How- 
ever, if 4 per cent, per annum is chosen, it is to be seen that a movement 
of i per cent, in one month is more rapid than the limit chosen, and that 
the strict application of the criterion would entail an attempt to check such 
a movement. In order to avoid this difficulty, it might be suggested that 
the twelve-monthly period prior to the moment of deciding policy might 
be taken as a basis for estimating the rapidity of movement. A further 
difficulty would then arise that if the price level had risen, say, 4 per cent, 
in the first eight months and had then fallen 8 per cent, in the subsequent 
four months, the total displacement of the price level for the twelve -month 
period under consideration would still be only 4 per cent, per annum. 
There thus arises the somewhat difficult problem of measuring rapidity 
of movement in such a way as to take due account both of the recent move- 
ment and of the long-period change. In point of fact, it would be statis- 
tically possible, by a method of weighting the different months, to work out 
a system" of measuring rapidity of movement so as to take greater account 
of the most recent change whilst not neglecting the previous long-period 
movement. Buli from a practical point of view, the task of devising and 
securing agreement on such a method, and then fixing the limit of a permis- 
sible rapidity as measured in the approved way, would hardly seem feasible. 

In addition to the technical difficulties raised by such a proposal, the argu- 
ment might justly be advanced that, in any system for avoiding rapidity 
of price movement, it is the effects of the rapid movement, rather than the 
actual rate itself, which is the chief consideration. For a given rate of 
movement may, at one stage, prove of little account ; at another, it might 
be disastrous, the effect depending essentially upon the reserve strength 
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movement of prices is to be judged essentially by its 
effects. And tbe effects of the price movement 
could only be shown by subsidiary indices such as 
those of speculation, production, and employment. 
Thus| this second system, which we shall term the 
“ composite ” s^tem, is less precise. Its method 
of use is roughly as follows. 

Immediately a decline of prices threatened or fore- 
qast depression — and particularly if subsidiary indices 
of employment and production gave a similar indica- 
tion — credit would be eased and every effort made to 
stimulate demand. Immediately a rise of prices began 
to show unhealthy tendencies, either by accelerating, 
or by giving rise to undue speculation, then the expan- 
sion of credit would be restrained. 

This method of combining different indices in 
support of the price index may, therefore, reasonably 
be designated the “ composite ” system. The differ- 
ence between this method and the “ constant price- 
normal ” is in this essential point, that it entirely 
excludes the idea of a fixed normal level of prices. 

The effect of the exclusion of the idea of a “ normal ” 
from the “ composite ” system is to give it three 
points of clear distinction from the “ coftstant price- 
normal ” system. In the first place, as already 
noted, the nature of the stability achieved under 
the “ composite ” system relates only to the current 


of industry itself. The proposal to define strictly the meaning of ‘ ‘ rapidity ’ ’ 
would therefore seem undesirable even though it were possible. 
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situation. If it is felt desirable to go beyond this 
stage and to stabilise the price level with reference 
to its long-period movement, i.e., to prevent the 
long-period displacement of the price level, this can 
only be done by introducing a recognised “ normal ” 
and holding the price level always ^thin range of it, 
as would be done in the case of the “ constant price- 
normal ” system. 

A second point of distinction would be in the width 
of fluctuation permitted. Under the “ composite ” 
system, it might happen that prices would continue 
for a long period on the upward trend, being accom- 
panied by continuous prosperity ; on the other hand, 
the movement might be continuously downwards, 
accompanied throughout by slight depression. In 
any event, relatively wide fluctuations of prices and 
of trade would be permitted. 

The “ constant price-normal ” system would, on 
the contrary, permit no long-continued movement 
of the price level, and would consequently reduce 
all trade fluctuations to minor wavelets. 

The third distinction relates to clarity of definition. 
Owing to the exclusion of the idea of a “ normal,” 
or a fixed jfcsition pn which to stabilise, the “ com- 
posite ” system must at aU times remain a little 
vague as to its mode of application and as to the pre- 
cision with which it can be defined. It would be 
impossible to describe with exactitude either the 
manner in which the price index should be used, 
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or the relative weight which should be given to the 
subsidiary indices. (Needless to say, lack of defini- 
tion permits a greater measure of discretion in the 
application of the system.) 

These two alternative systems have been some- 
what carefully described, because they represent, 
as precisely as may be, the opposing ideas of two 
sections within the wider group of those who favour 
the priuciple of price stability. The nature of the 
stability to be gained under the “ constant price- 
normal ” system is broadly representative of the 
desiderata of Carl Snyder and, I believe, the majority 
of the Cambridge School and of the Poliak Foundation. 
The “ composite ” system is roughly representative 
of the requirements of a considerable group of econo- 
mists, who, whilst favouring the principle of monetary 
stability, have felt either that the general international 
situation has not yet reached a sufl&ciently stable 
condition to admit of the recognition of a “ normal ” 
price level, or that even in the future, when post-war 
complications have disappeared, the necessity for 
restraining the price level within the close range of a 
recognised “ normal ” would introduce a somewhat 
too undiscretionary element inta the s/stem. This 
point of view represents broadly the position assumed 
by a number of Harvard economists in 1922 . It is 
not suggested here, however, that any of the above 
groups have necessarily reached their final decision 
in the matter; all that it is intended to indicate is 
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that there will arise in the future the uee^ for deciding 
definitely between a system including the conception 
of a “ normal ” price level, as in the “ constant 
price-normal ” system, and a system excluding it, 
as does the “ composite ” system. 

Since the discussion of these alternative systems 
is to occupy almost all the remainder of these pages, 
might fix them more firmly in our minds by con- 
sidering their application to a definite case, say, that 
of the American situation in 1924 . The actual price 
situation in that country during 1923 and 1924 was 
as follows ; 

In September 1923 the index number of wholesale 
prices of the United States stood at 154 ,^ which was 
also the annual average for 1923 . By January 1924 
the level had fallen to 151 . It then followed the 
generally downward course: February, 152 ; March, 
150 ; April, 148 ; May, 147 ; June, 145 . This decline 
of prices was accompanied by a gradual fall in the 
employment index (Bureau of Labour Statistics) 
from 97 in February to 88 in June. 

The, application of the floating or “ composite ” 
system of stabilisation to this situation would have 
entailed action on 4^he part of the Federal Eeserve 
Banks similar to that which actually took place. 
The decline of prices, which was hardly appreciable 
in the winter of 1923 - 24 , became rapid in the spruag 
and early summer of 1924 . Likewise, the decline 

^ U.S. Bureau of Labour Statistics, 1913 — 100. 
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of production and of employment, gradual in tLe 
beginning, became very marked about June and July. 
The summer of 1924 was, in fact, a period of serious 
depression. In these circumstances credit was pro- 
gressi'^ely eased. The rediscount rate of the Federal 
Eeserve Bank of New York was reduced from 
to 4 per cent, on 29 April, then to per cent, on 
12 June, and finally to 3 per cent, on 8 August, 1924 
This action was followed by a rise of prices, dating 
from July, and a subsequent gradual recovery of the 
labour market, and of production. 

The application of the “ constant price-normal ” 
system would have been somewhat different. 
Assuming that the average for 1923, i.e., 154, were 
being taken as the “ normal ” price level, it is to be 
seen that at the beginning of 1924 the level already 
stood below normal. In these circumstances the 
price of credit would already have been reduced below 
4| per cent, and all measures possible by State and 
banking system would have been prepared for 
stimulating purchasing activity in the event of a 
further decline of prices. If the actual fall of 4 )rices 
had occurred as it did in March or April, immediate 
steps of a more drastic character would* have been 
taken to restore confidence to industry and bring 
the price level nearer normal. 

A converse situation might be imagined in which 
prices were showing a tendency to rise above the 
given normal. In the case of the “ constant price- 
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normal ” system, the upward swing would be 
restrained as soon as it showed any excessive diver- 
gence from the “ normal.” In the case of the “ com- 
posite ” system, which recognises no normal, no 
attempt would be made to check the movement unless 
it appeared to be of such a rapid nature as to 
give rise to immoderate extension and speculation, 
^thereby threatening reaction and depression. 

Let us then proceed to examine the application 
of these two systems, remembering their principal 
points of distinction. The “ constant price-normal ” 
system entails the attempt to cling fairly closely 
to a given normal, and will reduce trade fluctuations 
to the minimum practicable through monetary 
control. The “ composite ” system excludes the 
idea of a fixed normal and, since action under it 
is somewhat delayed, will permit a greater width of 
fluctuation. 

The application of these systems will be examined 
in the light of six tests, and the results of the examina- 
tion will be balanced at the end with a view to deter- 
mining, if possible, which system will yield the maxi- 
mum satisfaction from all points of view. The tests are : 

(i) Ease of application. 

(ii) Efiect on total long-period consumption. 

(iii) Relationship to current conceptions of social 

justice. 

(iv) Influence on industrial and social relations. 
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(v) Expediency from the international standpoint. 

(vi) Expediency in relation to the Glenoa Resolu- 

tions for a gold exchange standard. 

It is evident that since the comparison is to be made 
between two alteasiative systems, both of which are 
relatively stable, no clear decision can be reached on 
certain of the above points. It is felt necessary, 
nevertheless, for the sake of completeness, to touch* 
on all the possible arguments for and against the two 
systems, and so secure the widest possible basis for a 
decision. 


PROBABLE NATURE OE PRICE FLUCTUATION » UNDER : 
THE COIIPOSITE " SYSTEM 



THE “CONSTANT PRICE-NORMAL" SYSTEM 


^ A tentative picture showing the difference in the probable width and 
length of fluctuation yielded by the alternative systems. (In an imaginative 
chart, minor fluctuations and irregularities cannot be represented. The 
smoothed and peaked curves shown above are probably typical of the 
general movement of the price index, though there are possible variations 
in the nature of the movement.) 


PART II 

^THE ALTERNATIVE SYSTEMS OF STABILISATION 

COMPARED 

CHAPTER II 

EASE OP APPLICATION 

In comparing the two systems of stabilisation, 
described in the previous sections, from the point of 
view of the ease with which they can be applied, it may 
be said forthwith that the “ composite ” system is 
evidently the easier of achievement; for it requires 
little more than that the controlling authorities 
use their judgment at all times. Their policy us not 
defined with such precision that they could ever be 
held-^iefinitely to have failed in its accomplishment. 
There remains then only the task of estimating the 
diffi culty of application of the “ constant price-normal ’ ’ 
system, the examination of which will occupy the 
whole of the present chapter. In the subsequent 
five chapters a more definite attempt will be made to 
study the two systems side by side and judge their 
relative merits. 
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EASE OF APPLICATION 

1. Under the “ Constant Price-Normal ” System, 
Stability is Cumulative. 

There is reason for regarding stability as becoming, 
so to speak, cumulative, under the “ constant price- 
normaF” system,,^. In the ordinary course of trade, 
the movement of prices, once it becomes general, sets 
up psychological forces which tend to amplify the 
original price movement. On a rising market, for 
instance, merchants buy more keenly and manu- 
facturers are encouraged to extend. The additional 
activity called forth by rising prices stimxilates demand 
and thus aggravates the initial rise. Under the 
“ constant price-normal ” system, however, the 
psychological influence of price movements would be 
reversed. An upward trend would signify that 
measures were soon to be taken for checking the move- 
ment and bringing the price level nearer normal; 
merchants would therefore be induced to restrain 
rather than increase their buying, and manufacturers 
would' act with greater caution. Conversely, a 
marked downward trend would become a good omen ; 
it would be the forerunner of very easy credit and of a 
general recovery of prices. 

Thus, in proportion as the business community 
developed confidence in the ability of the State and 
the banks to restore prices to a given normal, the 
efiort to achieve stability would be reinforced by the 
action of industry itself. The tendency to stability 
would thus become cumulative. 
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• It is necessary, however, to pay some attention to 
the actual mechanism whereby the banking system 
and the State may regulate prices. For it is upon 
the real as well as the imagined efficiency of such 
mechanism that success ultimately ^epends. 

Text-books on economics explain that the general 
level of prices depends partly upon the volume or 
^fund of money available for use, and partly upon the 
rate at which that fund is employed. Both these 
conceptions seem a little difficult to grasp, however, 
and we might take instead, as the basis of our argu- 
ment, a statement which seems as sound as it is simple, 
namely, that if it is possible to influence the total 
amount of buying in the community, it is thereby 
possible to influence prices. For if the community 
as a whole can be induced to increase its buying, 
manufacturers and others will be pleased to take 
advantage of the new demand by raising their prices, 
and the general level of prices will accordingly begin 
to rise. Conversely, if the community as a whole can 
be caused to restrain its buying, producers, finding 
theraselves in presence of a failing market, will regret- 
fully lower their prices and take what return they can 
get. From this i*j follows that any influence, such as 
the market rate of discount, which affects the borrow- 
ing, and therefore the total amount of buying, of the 
community, thereby affects the movement of the 
price level. 

This conception falls in with the description of 
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trade fluctuations given in the introductory chapter, 
where it was indicated that the movement of prices 
and the movement of trade are interdependent, and 
that in order to regulate the general level of prices it 
is necessary to rg^gulate the “ average ” movement of 
trade. This average movement of trade may be 
influenced, it seems, only by affecting the bujung of 
a part of the community. 

.From such a hypothesis certain useful deductions 
may be made. In the first place, it is evident that if 
the movement of trade and prices has acquired no 
great momentum, the necessary compensatory action 
to restore it to normal would be of minor extent. By 
influencing the purchasing of only a fractional part 
of the community the required adjustment of the 
average movement would be achieved. The small- 
ness of the influence required is even more readily 
perceived when it is remembered that any effect on 
the demand of one section is rapidly transmitted to 
others, for instance, from merchant to manufacturer, 
from manufacturer to wage-earner, from wage-earner 
to retailer, from retailer to merchant, and so onjround 
the circle again, thus creating a wide diffusion and 
magnification of the initial effect op demafid. 

The primary task in the present chapter is to 
determine what instruments are available within the 
control of central institutions for influencing the 
buying of the community, and thereby the trend of 
trade and prices. It is necessary to investigate the 
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ciiaracter of these instruments and determine whether 
they are at once powerful and delicate enough to 
render the “ constant price-normal ” system of 
stabilisation a practicable suggestion. 

Taking first into consideration the possible influence 
of the central bank, it will be seen that the capacity 
of this institution to affect the current of trade and 
^prices depends on two main considerations ; first, 
the ability of the central bank to govern the market 
rate of discount ^ ; and secondly, the influence which 
changes in the market rate of discount have, in turn, 
on merchants and others dependent on bank accom- 
modation. The most suitable method of approaching 
the problem would seem to be to reverse the order 
of these questions and discuss first the efiect of general 
changes in money rates on the buying of the business 
community. 

2. The Influence on Demand of the Market Rate of 
Discount. 

The merchant class is probably more generally 
dependent on bank credit than is any other group. 
The profits of this class are materially influenced by 
two factors : first^ the change of price between the 

^ The term “ market rate of discount is used here synonymously with 
“ discount rate ” and the “ price of bank accommodation/' etc,, to signify the 
rate at which the banking system in general will discount bills of exchange 
or extend loans to their customers. It is necessary to distinguish these 
terms from “ Bank Rate," which is the minimum rate at which the Bank of 
England will lend to Joint Stock Banks in discounting their bills, and from 
“ Rediscount Rate," the rate at which the Federal Reserve Banks of America 
will rediscount bills for Member Banks. 
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date of purcliase and tlie date of disposal of the goods ; 
secondly, the cost of borrowed capital. A rise in the 
market rate of discount thus tends to stem the buying 
of merchants, partly because it increases their costs, 
and partly because it threatens the level of prices. 
When it is known that the express object of the change 
of rate is to bring down prices, and that if it is not 
effective a higher rate will be enforced, then the change 
of rate will most certainly induce merchants to restrain 
their buying. It will consequently have a certain 
influence upon the level of prices. 

Given, therefore, a “ constant price-normal ” system 
of price control, fully recognised and approved, and 
the knowledge that all movements of the discount 
rate are intended as regulative influences to efiect 
some change in the price level, the reaction of any 
discount movement upon the merchant class would 
be almost instantaneous. 

Even without such a system, the rate of discount 
is an? extremely powerful force. This -is partly as a 
result of its indirect influence on the rate of interest. 
The rate of interest on private savings mqyes in 
sjnnpathy with the rate of discount, because the two 
forms of accommodation, privatq savings and bank 
credit, are to a large extent interchangeable as a means 
of financing industry. They are, so to speak, substi- 
tutes for each other, and when the price of one type 
of accommodation rises, the demand for the other 
increases and its price rises in sympathy. Moreover, 
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tie total volume of private savings is to some extent 
dependent on tie increase of purciasing power 
distributed initially from tie banks in tie form of 
loans. Tie restriction of loans wiici may be caused 
by a iigi discount rate is tins a partial cause ’of tie 
limitation of tie community’s purciasing power, its 
income and its savings ; and tie consequent siortage 
of savings finds its reflection in a iigi rate of interest. 

Wien boti tie rate of discount and tie rate of 
interest rise, not only are merciants influenced, but 
all industrial enterprise is affected wiici is conducted 
witi tie aid of borrowed capital. Even a slight rise 
in tie cost of capital, wien regarded in tie light of 
tie average earnings of a firm estimated over good and 
bad years, is a most important consideration. And 
unless industry is quite intoxicated witi tie prospect 
of immediate profit, tie influence of a minor change 
in tie general cost of borrowing will be appreciable. 

Perhaps tie most important point is that 'potentially 
tie influence "Of tie discount rate is supreme. * Tie 
gentle hand-pressure wiici is actually applied might, 
if necfsssary, become tie squeeze of a vice. For this 
reason it is frequently not tie movement of tie rate 
itself, but t'ie meap.ing behind tie movement, wiici 
makes it fuUy effective. Tie so-called psychological 
effect of tie discount change is tie essential factor to 
be reckoned witi. Tie point of special interest for 
this discussion is that tie introduction of a known and 
recognised normal level of prices will add considerably 
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to tilis psychological influence and will cause the 
discount rate to become a progressively more powerful 
instrument. Just as, before the war, the warning 
note struck by the movement of the discount rate 
was heeded by^merchants and others because they 
knew that the movement was dictated by the state 
of the gold reserves, so, under the “ constant price- 
normal ” system of price stabilisation, heed would bg 
paid to the movement of the discount rate because it 
would be generally understood to signify a firm inten- 
tion to secure some adjustment of the price level. 
One might press the comparison even further. Before 
the war, the weekly bank return itself, showing the 
state of the reserve ratio, was seized upon and scanned 
anxiously by merchants, as this was the first signal 
forecasting the future of money rates. Under the 
“ constant price-normal ” system, it will be the price 
index used by the bank which will be watched instead 
of the reserve ratio and will determine buying policy. 
It seSms, moreover, that the movements of that index 
wfll be an even more powerful psychological influence 
than the reserve ratio used to be. 

The influence of the market rate of discount may 
thus be considered both delicate and powerful. It 
has its immediate influence and its long-range effects ; 
its real influence on costs and its psychological bearing 
on the general trend of confidence and trade. But how 
may this powerful instrument itself be regulated? 
It is evidently of little value to possess an efficient 
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piece of mechanism without the necessary skill to 
work it. No such lack of skill exists, however; the 
market rate of discount can be regulated, and with 
some measure of precision. 

3. The Regulation of the Market ^ate of Discount 
through the Central Bank Rate. 

. In actual fact, experience has shown that the 
market rate of discount, i.e., the rate at which 
banks in general will lend money or discount bills 
in the market, can be controlled to some extent in 
any country where the banking system is highly 
centralised. If there exists a central bank which 
holds a portion of the cash reserves of other banks 
and has a certain monopoly over the right to issue 
notes, that central bank can influence the rate of 
discount of the general system by effecting changes in 
its own rate of discount. The essential problem in 
the control of the market rate of discount is, therefore, 
that of strengthening the influence which the central 
rate exerts upon the market rate. 

In Sreat Britain, the question of credit regulation 
resolves itself into that of making the Bank Bate of 
the Bank of England effective in controlling the general 
rate demanded by the Joint Stock Banks. We know 
from generations of experience that the Bank Bate 
is actually effective in this way to a certain extent ; 
but it would be most illuminating to learn exactly 
why this is so. Why, for instance, should the responsi- 
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ble official of, say, tlie Midland Bank decide to raige 
tlie rate of discount of that bank immediately be bears 
that tbe Bank of England rate bas been put up; 
and wbat determines tbe precise position at wbicb be 
ultimately fixqg bis rate? We are all creatures of 
custom, bank employees perhaps more than any; 
and tbe fact that tbe particular official we bave in 
mind bas mberited tbe custom of following Bank Ratg 
movements from many preceding generations may be 
of no small importance. There must, however, be some 
more fundamental explanation, if only to show bow 
tbe custom originated. 

Tbe explanations seem fairly numerous. In tbe 
first place, there is profit to be gained by raising tbe 
rate of discount to tbe highest possible point, since 
tbe rate of discount is tbe bankers’ price for service 
rendered. And just as a manufacturer is prepared to 
compensate a rise in wage rates by a corresponding 
increase in prices, so, presumably, bankers are pre- 
pared to regard tbe rise of tbe central rate as an 
opportunity for raising their own. In tbe second 
place, tbe raising of tbe market rate in pursuit*of tbe 
Bank Rate is almost essential in view of a certain 
further custom wbicb London bankers have adopted, 
namely, that, immediately after there bas been a rise 
in tbe Bank Rate, tbe representatives of tbe Joint 
Stock Banks meet and mutually agree to move their 
deposit rates in conformity with tbe alteration of tbe 
Bank Rate; in other words, if tbe Bank Rate bas 
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ri^en, they decide to allow a higher rate of interest to 
depositors. Again, it is a little difficult to realise 
why they follow this excellent custom. But they do. 
And the consequence is important. The rate of 
interest allowed to depositors is on^ of the tergest 
of the costs of banking, and when the costs are raised, 
the change must be reflected in the bankers’ prices, 
i.e.) in the rate of discount which they charge to 
borrowers. 

There are countries, however, in which there exists 
no such automatic link between the Bank Bate of the 
central bank and the rate of interest allowed on 
deposits in the general system; and yet the central 
rate is still effective in controlling the market rate of 
discouat. Consequently, there must be some other 
powerful iafluences at work. 

The actual position at which the Bank Rate stands 
has this important significance. As soon as the 
situation is reached when the general banking and 
money-lending' system is experiencing a shortage of 
cash, the system will be compelled, or its clients, to 
borrow from the Bank of England. The general rate 
of discouat will then be just what the Bank of England, 
the last resort, cares to make it. At all times, there- 
fore, the market rate of discount hovers near the 
Bank Rate in anticipation of the time -when that 
rate wiU in fact have to -be paid. For if, by any 
chance, a Joint Stock Bank has been lending freely 
at rates much below the official Bank Rate, and then. 
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owing to a sudden shortage of cash, is compelled to 
have recourse to the Bank of England to replete its 
reserves, it will materially lose thereby. With the 
possibility always in the background that money may 
have to be borrowed at the official Bank Rate, lenders 
will be imwilling to lend at much below that rate and 
borrowers will be prepared to borrow at approxi- 
mately that rate — a double circumstance tending to 
maintaiu the market rate of discount m close relation 
to the Bank Rate. 

This influence is the more powerful, because the 
Bank of England has at its disposal the means of making 
its rate effective, at almost any time. It can create 
artificially a shortage of cash and so oblige borrowers 
to have recourse to itself for further loans. The 
method is simple; it merely entails the sale by the 
Bank of England of securities and other assets. By 
the sale of securities, the Bank of England can draw 
into itself, either cash previously held by other banks, 
or cheques redeemable by the other banks. This has 
the effect of reducing the balance of cash reserve held 
by the Joint Stock Banks at the Bank of I^gland. 
Faced with a diminished reserve of cash, the Joint 
Stock Banks must follow one of twg procedures. Either 
they must replete their reserves by discounting bills 
at the official rate at the Bank of England; in this 
case, any further loans they may make to their clients 
will be at the same rate in order that they may fully 
recoup themselves. Or they must recall loans. 
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mainly their day to day loans, from the market ; in 
this case, the unfortunate borrowers will be compelled 
to resort to the Bank of England to replace their 
capital. In either case, the general market rate of 
discount rises to the level of the B^k Bate.® The 
Bank Rate is then “ effective. ” 

The Bank of England may, of course, follow the 
converse method of purchasing securities and so 
rendering money market conditions easier. By thus, 
so to speak, forcing out more cash, it can press down 
the market rate of discount and render its own rate 
less effective. 

It is to be seen then that the central bank has a dual 
instrument of control. By the movement of the central 
rate, it can cause an immediate and fairly wide change 
in the market rate of discount. And by the purchase 
or sale of securities it can, at will, either reinforce or 
detract from the influence of the central rate. These 
two forces can be used either in conjunction with each 
other or in opposition. The central bank is "thus 
possessed of a mechanism which is capable both of 
poweri^ application and comparatively fine adjust- 
ment. There seems no reason therefore why, with 
the increas&g knojrledge of the reactions of this 
dual weapon, it should not be possible to use it as a 
regulator over the movement of the market rate 
of discount, and through that, of prices, in a constant, 
unbroken fashion. 

A policy of price stabilisation should, in fact, 
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lend itself to a minimiTm of jarring and general 
disruption of money market conditions ; and it should 
certainly cause less friction than was experienced 
under, the pre-war regime of alternate expansion 
and contraction of credit, coupled with continuous 
vigilance over exchange rate movements and gold 
reserves. 

If reference be made to statistics it is to be seen that 

• 

periods of price stability have, in point of fact, been 
accompanied in the past by less fluctuation of the 
Bank Rate than have periods of boom and depression. 
That is to say, the most frequent and violent changes 
in the Bank Rate have occurred during periods of 
instability of the price level. 

The evidence both of theory and of fact thus com- 
bines to show that the maintenance of price stability 
will entail actually less disturbance of the money 
market than did the task of circumscribing the cmnula- 
tive swing of prices under the freer fluctuating system. 
The eld adage : “ A stitch in time saves nine ” could 
find no truer application than in the question of 
preserving monetary stability. To act gentjy but 
immediately with a view to stopping inflation or 
deflation is clearly in accordance ^th alPthe canons 
of sane judgment and wfll avoid the necessity of 
more drastic action later. This is the nature of 
the policy which would be put into effect under 
the “ constant price-normal ” system described 
above. 
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4. The Function of the State in Monetary Stahilisation. 

In the discussion wMch at present occupies our 
minds, namely, the ease of appKcation of a policy 
of price stabilisation in accordance with the “ constant 
price-normal ” system, one important feature for 
consideration is evidently the role which the State 
may play in assisting the maintenance of stability. 
The evidence of the war and post-war periods has 
shown very clearly that the budgetary policy of any 
State may materially afiect monetary conditions and 
industrial activity. In fact, the policy of Govern- 
ments has probably had more influence than any 
other factor during these periods in determining the 
movement of the price level. The deduction from 
this is clear. By adopting in a mild way the same 
kind of measures as it was compelled to apply during 
the war, the State might usefuUy assist the price 
policy which central banks are endeavouring to 
apply. 

In this connection it seems necessary to discuss 
first -^e kind of assistance which the central bank 
might want. ' There appear to be fairly strong grounds 
for believitig that the restraint of credit will alone be 
adequate to stem an upward movement of prices. 
Consequently, in periods of prosperity, when prices 
are tending to rise, the assistance of the State is of 
minor importance. On the other hand, when business 
confidence is shaken, or when a certain surplus of 
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stocks has gathered and must be liquidated, the 
counteracting of the consequent fall of prices may not 
be easy. It is at such a period that it would be 
particularly advantageous for the State to intervene 
by pressing for^^ard the execution of public schemes, 
and thus supplementing the demand of business 
itself. The question of importance is therefore to 
discover how this timely intervention may be effected. ^ 
As_ already noted, what is required is a kind of process 
similar to that adopted during the war, but reduced 
in magnitude to the proportions entailed by the 
particular situation. During the war. State demand 
was increased and the expenditure was met in part, 
not out of savings or revenue, but out of bank borrow- 
ings ; this meant a total increase of purchasing power 
and a consequent rise of prices. It is desirable that a 
similar policy shoiild be applied during a depression, 
namely, that State demand and expenditure should 
be increased and that the expenditure should be met, 
not out of increased taxation, but by the creation of 
greater purchasing power through increased borrow- 
ing at the bank. For if, instead of financing public 
schemes out of additional bank loans, taxation is 
increased, the effect is to some ext^t merely that of 
transferring purchasing power from one section to 
another, rather than increasing the total purchasing 
of the community. The desired inflationary effect is 
thereby largely lost. 

It is evident, however, that such a system of 
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borrowing from tlie central bank to meet expenses 
will increase the national debt during periods of 
depression ; and in order to prevent this procedure from 
permanently increasing the total national debt, it 
will be necessary to arrive at some system whereby 
this increase of debt will be automatically compensated 
by a converse process operating during the period of 
.prosperity. 

The scheme proposed is as follows : the total cpst 
of probable State expenditure on public works over a 
period of, say, five years would be estimated. Each 
year the appropriation from revenue for public works 
would be the same, i.e., one-fifth of the estimated 
expenditure for the period. Each year the amount 
appropriated would be paid into a Public Works 
Fund and would be left there until required. The 
factor which would vary would be the amount 
expended. The amount expended would at aU 
times depend upon the state of trade and the 
movement of prices. When trade and prices were 
m decline new works would be opened up and 
thos% in hand would be accelerated. When trade 
and prices were recovering, expenditure would be 
reduced. 

Such a policy would be slightly mflationary in 
times of depression and deflationary in times of 
prosperity. For it is to be seen that in the prosperous 
times more revenue would be collected than spent, 
and the surplus would be deposited at the Bank of 
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England in part cancellation of existing debt.^ 
Money would be taken out of tlie pockets of tke tax- 
payers and would be cancelled, so to speak, by being 
returned to the bank.^ 

On tfie other hand, during depression, public works 
would be launched and would be financed, not out 
of taxation, but by withdrawals from the fund 
held at the Bank of England. This would definitely • 
mean putting into circulation additional purchasing 
power.® 

The operation of such a scheme as this would entail 
the appointment of a permanent Public Works 
Committee whose task would be to examine proposals 
for public enterprise and to pre-arrange a programme of 
operations. The programme would need to contain 
the maximum of enterprises which were capable of 
being expanded or reduced at will. The Committee 
would be required to maintain touch with local 
authorities in order to secure their collaboration in 
the scheme. The administrative difficulties con- 
fronting any proposal of this kind would evidently be 

^ As a matter of pure accountancy, the nominal amount of the National 
Debt of the country would remain constant and the Public Works Fund 
account would be increased by the amount credited to it from surplus 
revenue. In actual fact, the total indebtedness of the State at the Bank 
of England would be reduced. 

2 It is true that the bank could lend an equivalent amount to others, 
but only by inducing others to borrow by the reduction of the rate on 
loans, 

® Again it is to be noted that the nominal amount of the National Debt 
would remain constant. But, by withdrawals from the Public Works Fund, 
the State would in actual fact he increasing its borrowings at the Bank of 
England, and would thus be creating new purchasing power. 



52 MONET AJ^Y STABILITY chap. 

very great.^ Nevertheless, granted the existence of a 
permanent body of control, the difficulties would be 
progressively dinainished, and there is reason to 
believe that a considerable measure of elasticity might 
ultimately be secured in the execution of* public 
enterprise. 

Given such elasticity, there remains the practical 
•problem of deciding by what precise criteria the Public 
Works Committee is to judge when to increase and 
when to decrease the amount of work done. The 
emplo3'ment index has sometimes been suggested for 
this purpose. This would, however, entail the 
establishment of a recognised normal level of employ- 
ment, and the level chosen would of necessity be 
arbitrary. It is proposed here, therefore, that the 
criterion for judgment should be the same as that 
chosen for the control of credit, either imder the 
“ composite ” system, or the “ constant price-normal ” 
system, as the case may be. Whatever the choice 
might be, the Public Works Committee should work 
in direct co-operation with the central bank, the two 
‘bodf^s joining forces to secure the operation of one 
or other ^ of the price stabilisation systems. The 
system under discussion in the present section is the 
“ constant price-normal ” system. It seems that the 
State might materially assist the application of this 

^ J’or a detailed aecount of the administrative difficulties confronting 
any proposal for the advance-planning of public works, see the sections 
written by Frofessor Bowley and Mr. F. D. Stuart in 1$ Unem^oymeni 
ImmUiMef Macmillan, London, 1924. 
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system not only by increasing its demand at times 
when prices tend to fall, but also through the psycho- 
logical effect of its intention to co-operate. The fact 
that the State was known to be collaborating with the 
banks ‘With a "siew to establishing a certain normal 
price level would give that normal still greater 
prestige in the eyes of business men and would thereby 
facilitate its maintenance. 

5 . The Forecasting of Price Movements. 

If stability of the price level in accordance vdth the 
“ constant price-normal ” system be the objective 
of monetary policy, it is evident that the application 
of the scheme will be assisted if other indices can be 
found to show the probable future tendency of prices. 
Granted the existence of such forecasting indices, 
anticipatory action could then be taken instead of 
merely compensatory action after the price movement 
has occurred. 

Sudb. forecasting indices as have been developed 
up to the present have for the most part been insuffi- 
ciently sensitive to predict more than the Jaroad 
cyclical movement of prices and trade. Neverthe- 
less, the number and variety of indices are Increasing; 
and the ability to forecast even minor fluctuations 
of the price level is approaching progressively nearer 
realisation. 

There exist in the first place rather more than 
a dozen “ business barometers ” of different types 
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pompiled by private statisticians or public depart- 
ments in various coimtries, tbeir purpose being to 
foretell the principal cyclical changes in industry, 
namely, the break from boom into crisis, and the 
change from depression to revival. 4;S trade becomes 
increasingly stable these barometers will for the most 
part become gradually of less value, since they only 
^ interpret the broadest movements. 

There have, however, been some new and important 
developments in the discovery of single series which 
are capable of forecasting the movement of trade and 
prices. Chief amongst these perhaps are the two 
indices compiled by the statistical staff of the Federal 
Reserve Bank of New York. The one is an index of 
the actual volume of trade. The other shows the 
rate of turnover of average deposits. ^ Both these 
indices penetrate below the surface elements of busi- 
ness activity and reveal the inner movements of 
production. They are highly sensitive to any internal 
change which may cause greater or less purchasing 
activity in industry and should, therefore, prove of 
the ^eatest value for the task of forecasting the 
general level of prices. 

Further ^interes-ring investigations into the problem 
of forecasting trade and price movements have been 
made recently by Professor Irving Fisher. ^ There 

^ Journal of iht American Bankers* Association, February, 1924. 

2 Quarterly Publication of the American Statistical Association, December 
1923 * 
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seems no doubt, in fact, that, when the principle of 
maintaining the stability of the general level of prices 
is accepted as the chief aim of monetary policy, the 
controlling a-ithorities will have at their disposal 
adequate statistical material for their guidance. As a 
consequence of the continued research of statisticians, 
they win have not only full information of the actual 
position and the current tendency, but they will be, 
able to read, in the sensitive indices compiled, the 
effect of every action they themselves may take. 

6. The Choice of the Price Index to be Stabilised. 

Since one of the main purposes of stabilising prices 
is to smooth o ut fluctuations in the course of trade, 
the index of prices chosen as the one to be stabilised 
should presumably be that which is most sensitive 
to industrial movements; in other words, the index 
which most fuUy and rapidly reflects changes which 
occur in the development of industry should be 
chos^l. For this reason it would seem that the further 
back one can penetrate into the early processes of 
production in securing the various prices to compose 
the index number, the more sensitive will be the index 
yielded. The endeavour to secure sensitiveness 
should not, however, prejudice the representative 
character of the index, which should necessarily 
include all materials entering to any considerable 
extent into consumption. 

The actual choice of the index to be stabilised would 
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presumably rest with the body in control, the central 
bank, wbicli would doubtless be able to command 
tbe services, not only of official statisticians, but also 
of private expert organisations, suck Is tbe Poliak 
Foundation for Economic Researcb, <witb a view to 
determiniug tbe most suitable price index for inter- 
preting tbe relative state of demand and supply in 
industry. 

7. The Method of Applying the “ Constant Price- 
Normal ” System. 

Tbe idea that tbe imposition on tbe banking organis- 
ation of tbe “ constant price-normal ” system would 
cause tbe whole of tbe organisation to become merely 
tbe slave of a price index, and destroy any possibibty 
of its using judgment or discretion, is somewhat 
misconceived. Tbe task of regulation under such a 
system would be more discriminating than anything 
which was required of tbe pre-war servants of exchange 
fluctuations ^nd gold reserves. Regardless of tbe 
scientific task of selecting tbe best price index to be 
stabilised and then of forecasting its probable move- 
ment by means of other indices, there are many 
refinements and developments possible in tbe actual 
application of tbe “ constant price-normal ” system. 

Let it be assumed that tbe actual price index to be 
stabibsed has been chosen, and that a certain level has 
been recognised as “ normal.” Tbe task of tbe central 
bank would then be, not to render that level an 
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EASE OF APPLICATION 

absolute normal in the sense of causing it to become 
the average over given periods, but merely to prevent 
the price level from diverging far from the recognised 
position — so-hjalled “ normal ” — at any time. It 
might’even be^referable to aim at keeping the price 
level at all times very slightly below the recognised 
normal. For, so long as it stood in such a position, 
merchants and industry in general would anticipate 
rather a rise than a fall of prices, and would continue 
to buy and to produce in all confidence. They would 
in fact be assured that any further decline of the 
price level would be followed immediately by strong 
measures on the part of the State and the banks for 
producing revival. 

Not only would the actual use of the normal itself 
be discretionary in this way, but the limits of fluctua- 
tion from the normal would also be determined by the 
controlling authority and would initially be experi- 
mental. The principal task confronting the controlling 
authority would be to strike a compromise between 
stability of the price level and stability of the price of 
credit, the former being regarded as the chieCadm of 
the policy. In other words, price stability would be 
the aim; but it should be securedjwith tfie minimum 
of discount rate movement. 

Furthermore, it would be at the discretion of the 
central body temporarily to disregard fluctuations 
in the general level of prices if they were caused by 
accidental conditions such as strikes, seasonal failures, 
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or the sudden temporary development of a single 
industry.^ Needless to say, the controlling authority 
would not permit the price level to diverge so far 
from the recognised normal that would be 
impossible for business to recognise the normal 
further. In that case the whole system would 
obviously break down. 

With such discretionary powers vested in the con- 
trolling authority, the introduction of a recognised 

^ The argument is frequently advanced that whenever any single industry 
tends to boom, the natural outward expression of this condition is a rise 
in the price of the commodity produced by that industry. It is said that 
such a rise of prices is desirable in itself, and that it should also be rendered 
possible without adversely affecting other industries. Under a very rigid 
system of price stabilisation, however, this would not be possible ,* for any 
marked rise in the price of one commodity w^ould have to be offset by slightly 
pressing down the level of the remainder, which would not be desirable in 
the interests of the whole. Rigidity in the system of price stabilisation 
should therefore be avoided. 

Whereas agreement is felt to some extent with this argument, and the 
proposal is therefore made above that the banks should use their discretionary 
power, within the limits of the “ constant price-normal " system, to make 
the necessary allowance for local price movements, it is nevertheless felt 
that the argument is frequently both over-emphasised and wrongly stated. 
If the price of the commodity of any industry rises relatively ta that of 
others, this shows a willingness on the part of the community to change 
the direction of its spending, i.e., to increase the amount expended on the 
one favoured commodity by decreasing the amount spent on others. A fall 
in the pBses of the other commodities would follow as a natural consequence. 
Such a faE would in fact be inevitable unless there were an expansion of 
the total purch^ing power of the community. If such an expansion were 
to be contrived by the bajaks, it would constitute a measure of inflation, 
since it would mean issuing an added dose of purchasing power, without 
a corresponding increase of goods. Thus, if this principle of creating a 
general increase of purchasing power, every time there occurred a rise in 
the price of the goods of a single industry, were carried into effect as a regular 
policy, its ultimate result would be serious and continuous inflation. It is 
felt therefore that allowances for local price movements should only he made 
in very exceptional circumstances, and should only be temporary in 
effect. 
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normal level of prices need, it seems, cause no serious 
jarring or disruption of money market conditions. 
The method of its application would be sufficiently 
flexible to uake for smoothness in all spheres of 
economic life; 



CHAPTEK III 

PRICE STABILITY IN RELATION TO CONSUMPTION 

The preceding section has been devoted almost 
exclusively to the examination of one system alone, 
the “ constant price-normal ” system, from the point 
of view of the manner and facility of its application. 
It was decided at the outset that the somewhat 
indefinite “ composite ” system was the more easily 
applicable of the two systems under discussion, since 
it merely required the controlling authorities to do the 
best they could in accordance with criteria which 
lacked absolute precision. The main purpose of the 
foregoing section was therefore to show that the 
“ constant price-normal ” system was of such a 
nature as to avoid serious disturbance in the naoney 
market, wHlst securing stability in other economic 
sphere^ If that conclusion is acceptable, the two 
systems may be regarded as almost equal, for all 
practical pt&rposes, ^om the point of view .of friction- 
less apphcation. ^ We might then start with a virtually 

^ On the other hand, if the conclusion of the previous chapter should not 
prove acceptable, and it be thought that the preservation of a constant 
price-normal could not be effected without serious economic dislocation, 
the discussion need not he continued. Por this would be a vital point of 
objection and the “constant price-normal'' system would thereby be 
ruled out. 
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clean balance sheet in comparing the two systems side 
by side in relation to the five remaining tests. 

The test to be applied in the present section is to 
determine wMch of the systems will yield the higher 
levfebbf consimiption. Up to the present stage, the 
general question of price stabilisation has been con- 
sidered more particularly in relation to maximum 
production. Consumption is, however, the ultimate 
objective of production; consequently, for the final 
analysis and comparison of the two systems involved 
here, it would seem desirable to bring into greater 
prominence the real purpose to be attained, namely, 
consumption. 

A further introductory note would seem necessary 
to the effect that in the discussion which has already 
been given to the general question of price stabilisation 
in its relation to production the broad conclusion 
was reached that the stable regime would yield a greater 
average level of production, because it ensured the 
conti&uance of healthy markets. However, the 
question to be examined here is of a rather finer 
character. It is the comparison of two r^-stitively 
stable systems. Under the one, the “ constant price- 
normal ” system, it may be taken that the highest 
degree of stability practicable ^vill be reached. Under 
the other, the freer “ composite ” system, fluctuations 
will tend to be somewhat wider and longer, but will 
nevertheless be devoid of violence. The attempt is 
thus being made to compare a state of minimum 
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fljictuation -witli a somewiiat greater, thougli not very 
extensive, measure of fluctuation. 

It seems evident from tlie outset tliat no very clear 
conclusion can come out of sucli a di^ ussion. The 
point is one wMch can never be exaruined statistic- 
ally. However, it may not be altogether fruitless 
to pass certain theoretical arguments in review. One 
method of determining the relationship between price 
fluctuations and the average level of consumption, 
is to show the bearing of price movements on the 
accumulation of stocks, and then in turn indicate the 
effect of the accumiflation of stocks on the volume of 
consumption. 

1. Price Fluctuations and the Growth of Stochs of 
Commodities. 

Durmg a period of rising prices and active trade, 
stocks with merchants and middlemen tend to accumu- 
late, partly because it is advantageous to hold 
sufficient stocks to satisfy all the requirements of 
customers, partly because the market seems assured 
and the risk of holding stocks is less, and partly 
because the rising value of the stocks offsets the cost 
of holding t£em in store. During depression the last 
two causes are reversed, and stocks with retailers and 
merchants tend to decline. Thus, when prices rise, 
stocks accumulate in shops and stores; when prices 
faU, liquidation ensues, and stocks begin to dwindle. 

Proceeding then to the second stage, and relating 
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the fluctuation of stocks to the volume of consumption, 
it is to be seen that the first efiect of the augmentation 
of stocks is to hold goods off the final market, that is, 
to reduce fin^ consumption below production. Hence, 
during, a period of risiug prices, when stocks begin to 
grow, final consumption is thereby restricted to a 
certaiu extent and held below the level of production. 
This disadvantage would perhaps be of no importance 
provided that it might be compensated by stocks 
being subsequently thrown on to the market and 
absorbed without causing the cessation of enterprise. 
Such a solution is not, however, possible. The pro- 
cess of subsequent liquidation of surplus stocks 
invariably causes a certain stagnation in industry 
itself, thereby producing imemployment, diminishing 
the consumption of wage-earners, and checking the 
demand of business in general. The accumulation 
of stocks has thus the effect of reducing consumption 
below the level of possible production not only dming 
the boom but also during the subsequent period of 
liquidation. It may justly be concluded that, other 
factors remaining constant, the wider the fluc^p^ition 
of stocks, the greater is the tendency for total con- 
sumption to be reduced. 

There seems reason to believe, further, that the 
width of fluctuation of stocks would be proportionate 
to the width of fluctuation of prices. And this would 
probably apply, even though the price movement were 
relatively slow. For the accumulation of stocks on 
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the shelves of a warehouse or in the store-rooms of 
an ordinary retading firm is a process which goes on 
almost unobserved, or is largely disregarded, during 
a period of prosperity ; and it is only wh/n the market 
is beginning to fail and when prices are^reaking, that 
the careful restriction of stocks to what is essential 
takes place. A long-, unchequered rise in prices would 
thus permit the gradual and continuous accumulation 
of surplus stocks, all of which must, sooner or later, 
be liquidated. It would seem therefore that, for the 
purpose of stabilising the volume of stocks held, it 
would be desirable that there should be frequent 
(and less extensive) checks in the process of expansion. 
If this may be accepted, then the “ constant price- 
normal ” system with its more frequent though less 
extensive fluctuations would prove more beneficial 
from the point of view of stabilising stocks, and 
thereby maximising final consumption, than would the 
“ composite ” system with its more ample fluctuations 
of prices and of stocks. 

2. The Speculative Stimulus. 

The conclusion of the preceding paragraph has been 
qualified earlier \^th the proviso : “ other factors 
remaining constant.” There are other considerations. 
The more xmstable regime may, by the introduction 
of rather more risk, or of a greater specidative element, 
act as a stimulus to industrial enterprise. By holding 
out the prospect of great gains, however chimerical. 
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it may act as an incentive to production in anticipa- 
tion of real or imaginary consumption. If it has the 
effect of increasing the demand of producers, it will 
thereby increase the demand for labour of all kinds, 
up to. the limit of employment; and, up to that 
limit, it will increase the total consumption of the 
community. 

The same speculative stimulus may be the cause of, 
the introduction of new methods, of expensive 
experiments, and of bringing forward more efficient 
industrial leaders, all of which tends at least to brighten 
the prospects for the future, whatever it may do for 
the present. If it leads, in fact, to greater efficiency 
of production in the long run, then it must add to 
total long-period consumption. 

There may, however, be some danger of exaggerating 
this argument. The question involved is again of 
such a character as not to be susceptible to statistical 
test, and therefore it is impossible to do more than 
throw out a few suggestions based on the "psychology of 
business. For the purpose of clarity, it might be 
convenient to consider the influence of the specijjative 
stimulus in the two separate spheres : in manufacture, 
on the one hand ; and m commercig,! activities, on the 
other. 

In the purely manufacturing sphere, invention 
and experiment are eminently desirable and should 
receive all the encouragement possible. But it seems 
questionable to what extent the speculative stimulus 
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does in fact assist the progress of invention. For 
instance, if an invention is really good, will it not find 
its way into use in a comparatively stable regime as 
certainly as in any other? Is the u(ventor really 
concerned about the state of general economic activity 
when he works out his new device? And when he 
brings it forward, does not the manufacturer consider 
,its use in the light of long-period results rather than of 
chance profits ? 

Again, is it not 'the average prosperity of a firm 
or an industry which in the long run determines the 
total amount of experiment undertaken, rather than 
purely transitory conditions? Finally, is there not 
a risk, if the transitory conditions are in certain cases 
used, in fact, as a basis for new developments, that 
the experiments may turn out more frequently dis- 
astrous than successful ? 

Then, as regards the argument that fluctuating 
trade and high risks bring out new industrial leaders, 
does not thd’ evidence of the past tend towards the 
belief that the best men have come forward in spite 
of, jafeher than as a result of, circumstances ? And 
will they not always find their way to the front in 
spite of stability I Moreover, does not the period of 
boom, which is supposed to assist the introduction 
of new blood, harbour and consolidate much that is 
inefiicient through the indiscriminate scattering of 
unearned profit ? It would seem, indeed, that 
although the chance gains yielded by fluctuating 
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trade may act as a certain stimulus to initiative and 
vigour, yet many compensating disadvantages are 
at the same time introduced. For, at all times, the 
greater the risks involved, the bigger the toll taken 
of indfustry by the principal risk-takers, and for a 
service which would be unnecessary in a stable regime.^ 
Hence, there seems reason to doubt whether, even in 
the purely manufacturing sphere, there is any balance 
of, advantage to be gained from added risks. 

As far as commercial development is concerned, 
expansion based on chance prosperity or highly 
speculative prospects is bad. The accession of large 
numbers to the ranks of middlemen during a period 
of rising prices, and the growth of speculation when 
risks are great, can do nothing to increase production 
or final consumption. It will almost inevitably result 
in widening the fluctuation of stocks and in this way 
reducing total consumption. 

All these unco-ordinated questions and suggestions 
would," however, require the test of wide business 
experience before being used as a basis for any clear 
conclusion, and when such a fine issue is at s'fake it 
would be premature to attempt to estimate the long- 
rim influence of the speculative stimulus as it affects 
either of the two systems of price stabilisation under 
examination. Both of these are in fact based on the 
principle of the general exclusion of speculation. 

^ For a more comprehensive argument on these lines, see J. M. Keynes, 
“ A Tract on Monetary Reform/* Macmillan, 1924. 
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Even if the comparison to be made were between a 
widely fluctuating regime and that of maximum 
stability, the difference caused in the progress of 
invention and organisation through (differences in 
the speculative stimulus would appear to be of small 
account. Consequently, the comparison of two rela- 
tively stable systems cannot be expected to yield a 
4ecision much in favour of either system. It may 
be permissible, therefore, to proceed to the next 
test on the assumpluon that the balance sheet still 
shows no pronounced advantage on either one side 
or the other.^ 

^ It is not suggested here that all the jiossible tests have been exhausted 
which would assist the decision as to the nature of the price stabilisation 
system which would yield the maximum consumption. But it is felt, 
nevertheless, that, whatever the test, little advantage is likely to be shown 
in favour of either of the systems discussed here. 

Sometimes the suggestion is made that the system which would yield the 
best results would be neither of the above-examined, but one under which 
a gradual and continuous rise of the level of prices would be contrived. 
Such a system has been excluded from discussion here because it could not 
be operated in any monetary system based on gold. When the expansion 
of credit is ultimately limited by the gold supply, as is the case under any 
form of gold standard, then the rise of prices is also limited. Th^ proposal 
for a continuous gradual rise of the level of prices, even if desirable, has 
no relationship with current practical conditions. 



CHAPTER IV 


SOCIAL JUSTICE 

1. The Meaning of Just ice. 

Social Justice is a quite ir.definite conception. 
Centuries of tkought have been spent in the endeavour 
to give greater clarity to its meaning ; but from the 
inherent nature of the subject itself it 'vvill consistently 
frustrate any attempt to give it clear and final 
definition. 1 The reader is advised therefore that 
the present notes are not intended to penetrate 
deeply into the philosophical aspect of the subject, 
but merely to gain some appreciation of current ideas 
in regard to social justice and, if possible, apply them 
to the'principle of price stabilisation. 

In any practical problem involving social justice, 

^ The idea of justice has been interpreted by philosophers as^enowned 
as Plato to mean that state of affairs when each individual in the economic 
world is performing his task efficiently and when the qualffications of each 
man are adapted to his function. This conception of a world based on the 
principle of efficient service is doubtless ideal and has a practical value in 
assisting the development of our standards of judgment. The main prac- 
tical object of discussions of social justice is, however, to determine how this 
idea may be infused into social and economic life as we know it now. The 
attempt is made in these lines therefore to determine rather what may be 
the common conception of social justice in present times and how this con- 
ception may be applied to current problems, in particular, that of price 
stabilisation. 



7 ° 


MONETARY- STABILITY 


CHAP. 


the fin al decision always depends, in actual fact, on the 
criteria or the standards of judgment current at the 
time. If the standards of judgment ch^ge, then so 
does the conception of social justice. And standards 
do change from one era to another. A hundred years 
ago an employer had the right to engage workers 
under almost any conditions he cared to stipulate. 
But this right is being progressively restricted and 
confined in accordance with new standards of whatds 
just ; and every decide shows a slight change in the 
general standard of judgment as regards this particular 
right. 

This state of flux and variation in the standards 
of judgment renders the conception of what is just 
a little obscure at all times. Nevertheless, however 
vague they may be, it is these current standards of 
judgment which actually count in the determination 
of rights; and it is therefore these standards which 
are the essential factor to be studied and appreciated 
in any practical problem to which the idea of social 
justice is to be applied. 

Thusj the solution of any new problem must largely 
depend on the solution already accepted for other 
cognate problems. <■ Principles already approved and 
in operation must be respected in any new decision. 
This need for basing any decision on generally accepted 
principles is evident when it is considered that no 
two individuals, when judging a case quite indepen- 
dently, hold exactly the same opinion. Any one person 
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founding Ms judgment on Ms own purely instinctive 
impression of right and on Ms own logic, would reach 
a slightly different conclusion from that of any other. 
Confusion would inevitably ensue if any actual 
practical judgment were based upon independent 
opimons. Imagine, for instance, the chaos which 
would result in any civilised country if, in the practical 
application of the law, judges were not bound strictly 
by the established code and by precedent. Consist- 
ency in legal decisions is essent’al. And in order to 
secure tMs, the la^w itself, wMch is a kind of con- 
solidation of the public sentiment, lays down the 
principles and the judge interprets them largely 
according to precedent. Both the law and its inter- 
pretation are based on tradition, the former having 
been built up, stage upon stage, from foundations 
established more than a thousand years ago; the 
latter developing gradually and cautiously so as to 
eliminate inconsistency with previous decisions. 

The* question involved here, namely, d;hat of apply- 
ing the conception of social justice to the problems 
raised by price movements, has not yet fallen ^(Jirectly 
wi thin the scope of legal decisions. The method of 
treatment should nevertheless be the same'in principle. 
If the judgment to be given is to be of any practical 
value, it should not be an independent opinion, 
drawing inspiration from the ideas of any single 
individual. It must be based as far as possible on 
general current opinion, on existing standards, and 
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on the traditional background, in so far as these can 
be appreciated. It must take the fullest possible 
account of such precedent as exists, "fhe practical 
task is at all times to apply current conceptions of 
social justice to a current situation. 

2. Price Fluctuations in Relation to the Current Idea 
of Social Justice. 

It has been stated that the application of the idea 
of social justice to ahj given conflict of interests means 
the establishment of a due balance between these 
interests in accordance with current standards of 
judgment. Much difflculty will be experienced, how- 
ever, in applying this process to the problem created 
by price fluctuations ; for the interests involved are 
most complex in character. Not only are the parties 
concerned in the problem very numerous, but they 
are each affected in different ways at the same time. 
For instance, a falliug level of prices may affect the 
worker adversely by rendering his occupaticJb less 
secure, and favourably by mcreasing the real value of 
his wa^. Consequently it is difficult even to estimate 
what may be iu the interest of any given party, without 
passing to the still more complicated stage of weighing 
one party’s interest agaiust that of another. 

The intricate character of the problem can be 
illustrated to some extent by a brief review of the 
arguments which have been put forward in favour 
of different price policies. The outline given below 
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of sucli arguments is not intended to be exhaustive, 
but merely to indicate something of the number of 
the parties concerned and the uncertain way in which 
they may be affected. 

(а) it is sometimes urged, in opposition to a gradual 
upward trend of prices, that such a movement, by 
progressively paring away the real value of money and 
of past savings, is domg injustice to the thrifty. This^ 
seejns sound, but it is in conflict vuth the feeling that 
the diminution of past reserves i/ fully justified when 
it removes by degrees the value o^ hereditary windfalls 
which are passed on from generation to generation, 
and bear no relation to the merits of the beneficiaries. 
The reply to this, in turn, is that the correct method 
of dealing with the question of inheritance is by a 
carefully discriminating system of taxation, and not 
by a general fluctuation of prices, the full effects of 
which are unknown and uncontrolled. 

(б) It is sometimes emphasised in favour of price 
stability that the stable regime is the only one rmder 
which justice can be secured between debtor and 
creditor. When a man makes a loan he should 
receive in repayment of debt exactly the value that 
he lends. A rise of prices occurring during the period 
of the loan causes him to lose, for, with the return of 
his money, he receives less command over com- 
modities than he has initially yielded up in making the 
loan. A rise of prices thus causes injustice to the 
lender. On the other hand, if prices remain stable 
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during tte period of the loan, then the lender receives, 
when his money is returned, exactly that command 
over commodities which he had initially transferred 
to the borrower. This is considered a square deal. 

(c) But why should commodities be the standard of 
measurement ? Why should not effort be the measure 1 
It is surely the sacrifice or effort initially represented 
by the loan that should be exactly compensated when 
the debt matures, And in that case the return 
in conunodities wourd have to be greater in proportion 
as the productivity or efficiency of effort had increased 
during the period of the loan. This would entail 
a gradual decHne of prices, for justice to be done. 

(d) Yet another standard of measurement noight be 
suggested : that of utility. Whatever the money 
was actually worth to the lender originally, from 
the point of view of his general satisfaction, should 
be returned to him. This criterion would entail 
a gradual, though indeterminate fall of the price 
level. 

Thus, according to the two last criteria, justice 
betwe^ debtor and creditor would be more nearly 
achieved by a slight fall of prices than by a constant 
level, so long as the efficiency of effort increased. 

(e) There are further considerations, however. 
A decline of prices, by increasing, at least temporarily, 
the real value of wages, ensures a larger proportion 
of the product of industry being distributed among 
such workers as are employed. This advantage 
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would be offset by tbe fact that the failure of profit^ 
accompanying the decline of prices would act as a 
brake on industrial expansion and would increase 
unemployment. The total wages bill of the com- 
munity would probably not increase; but those in 
regular occupation would gain at the expense of the 
unemployed. 

(/) During a dechne of prices, holders of gilt-edged^ 
securities gain through the rise i^ the real value of 
their holdings. But those respondble for the manage- 
ment and conduct of industry, the proprietors of 
ordinary stock, lose severely at the same time. 

{g) A decline of prices adds to the burden of 
Government debt, expressed in commodities. If the 
efficiency of effort increases in proportion to the decline 
of prices, then the real burden, expressed in effort, 
remains constant. 

It is to be seen that man is affected by price move- 
ments in his capacity as labourer, entrepreneur, 
stock-holder, bond-holder, debtor, creditor, inheritor 
and taxpayer; in fact, in almost every civil and 
industrial capacity. Sometimes he may be effected 
adversely in one way and favourably in another. 
How then may it be possible tc distinguish what 
nature of price movement wiU produce the most just 
balance of interests? By what process can it be 
decided, for instance, which of the two price stabilisa- 
tion systems, “ the constant price-normal ” system 
and the “ composite ” system, will yield the most 
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satisfaction, due regard being bad to all interests. 
This is the problem, in fact, of which the foregoing 
summary is intended as introduction. . 

The principal point of importance which will 
assist the conclusion is that the solution required is 
not one based upon an individual or independent 
decision as to what is most desirable. The solutions 
given in that case would be as varied as they could 
in the nature of things be ; they would range from the 
advocacy of endlessl inflation, on the principle applied 
in communistic Eui*sia, to the recommendation of 
slight deflation in proportion as the productivity of 
industry increased. For a satisfactory solution, the 
problem must, however, be taken out of the realm 
of individual opinion into that of general opinion. 
If any evidence can be found, either in custom or in 
legal codes, which will throw light on the subject, or 
if any traditional or general sentiment can be invoked, 
these are the considerations which must form the 
basis for a “judgment. The practical problem, be 
it said once more, is to apply current accepted 
principles to a current situation. 

3, The liight of J^roperty. 

Amongst the principles which are formally estab- 
lished both in law and custom, is that of the “ right 
of property.” This “ right ” has taken a fairly 
concrete form, and is sulflciently stable in its essential 
principle to form the basis of any relevant present-day 
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problem of social justice. It is true that minor 
modifications are constantly occurring in the detailed! 
application of the right, and there may even, at some 
distant date, occur a fundamental change m the right 
itself. .But the rate of change is slow and the main 
principle involved is one which is almost xmiversally 
accepted, both in legislation and opinion. It thus 
forms a solid basis for the examination of the practical 
problem of social justice. 

When interpreted, the right 
intrinsically the right over tan 
modities. Thus, if an individhal owns a quantity 
of tangible goods or commodities now, his right is 
recognised and defended by law — to continue holding 
these same goods indefinitely. The right of property 
relates essentially to the unimpaired command over 
commodities. 

Public opinion and the law are in complete agree- 
ment on this point. If any man owns property and 
anothes deprives him of part of it by foj ce or stealth, 
there is a public outcry. A burglary or theft offends 
the common sentiment of what is right. 

So it is that when a man’s property is redhced, not 
by the action of another man, but by fluctuations in 
the value of money, public sentiment is equally 
offended. When the property or goods of one section 
of the community are indiscriminately increased at 
the expense of others, whether it be by direct action 
or whether it be by the changing value of money, the 


M property means 
foible goods or com- 
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general feeling is that injustice has been wrought. 
‘Society has, in fact, been taught through generations 
of the application of the “ right of property ” to think 
in terms of co mm odities as the essential measure of 
possession; and when a person’s holding qf com- 
modities is impaired indiscriminately, by no matter 
what means, this appears to be an offence agaiost the 
canons of justice. 

To take a specific case ; a person who owns property 
in the form of goods, decides, for convenience,' to 
convert those good? into money. He holds that 
money for a period o'! time, during which prices rise, 
say, 10 per cent. As a result of this rise of prices he 
loses, in his command over real property, some 
10 per cent. Other people have, in the meantime, 
gained by the same amount. Society as a whole 
would condemn this as unjust. For instance, a 
representative cross section of the community, if 
interrogated, would almost unanimously hold that 
the price fluctuation had caused injustice. And they 
would feel instinctively that the only just regime would 
be that in which the price level remains stable. This 
would** be their instinctive reaction because for 
centuries they and their forefathers have been taught 
to regard the ownership of property, as such, to be 
inviolable. The “ right of property ” is, in fact, an 
mtrinsic part of each man’s social code, as well as 
forming one of the pillars of the law itself. 

The conclusion is reached, therefore, that a stable 
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level of prices is just, essentially because it is felt to 
be just according to present-day opinion. A stable 
price level is the only condition wMcb ■will satisfy tbe 
existing canons of justice as expressed in legal principle 
and customary thought. 

If this may be regarded as an acceptable and 
practical conclusion, it is an obvious further step to 
say that in order to give full satisfaction, the desired 
price stability should be effective, yaot only over short 
periods of time, but also over l(mg periods. And in 
order to secure long-period stah^tj of the price level, 
it ■will be necessary to introduce into the system of 
stabilisation a recognised “ normal ” level of prices 
as a fixed position to which the price level may be 
permanently anchored. 

This leads to the principal conclusion regarding 
the choice between the “ constant price-normal ” 
system and the “ composite ” system of price stabilisa- 
tion. The essential difference between these two 
systems lies precisely in the point mentioned above, 
the ability to secure long-period stability of prices. 
The “ constant price-normal ” system not only aims 
at diminishing the short-period fluctuation of prices, 
but also at ob^viating the long-period displacement 
of the price level. It thus satisfies as fully as is 
possible the requirements of current conceptions of 
justice. Under the “ composite ” system, however, 
only the current price movement is regarded, the 
long-period change being left entirely to hazard. 
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Consequently this system will only satisfy the 
present conception of justice in a minor, temporary 
way. 

4 . Considerations of Expediency. 

The principle of espediency yields certain further 
arguments in favour of the introduction of a recognised 
“ normal ” into the system of stabilisation, so as to 
secure long-period stability of the price level. Money 
is a measure. Most frequently it is a measure of 
goods. All other measures, the yard, the gallon, the 
oimce, are also measiires of goods. For convenience, 
it would be desirable that money, like these other 
standards, should be an unchanging measure of goods. 
For instance, it would be a convenience to a business 
man submitting estimates for long-period contracts, 
or to an insurance company calculating risk, or to a 
society computing its costs, or to a Government 
establishing sinking funds, if they were assured of the 
long-period stability of prices and costs. 

Furthermore, the world is organised, as far as man 
can judge, on a rational basis. The more reason and 
foresight that can be introduced into the system, the 
more ratio'hally and efficiently organised can that 
system become. In order that men may act on reason 
and foresight they must have knowledge ; they must 
have accurate data on which to base their decisions. 
The element of certainty would be enhanced if the 
price basis, on which every branch of industry and 
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every social service works, were a known quantity for- 
a considerable period into tke future. 

Tbe principles of expediency and rational organisa- 
tion tkus support tkat of current justice in showing 
the need for long-period stability of the price level. 
As already noted, this can only be done by intro- 
ducing into the system of stabilisation a recognised 
normal level of prices, as would be done in the , 
casq of the “ constant price-nornial ” system. The 
“ composite ” system would pro’^'^e unsatisfactory in 
that only by a series of chance eff!::cts would it produce 
long-period stability of prices, and at no time would 
the future price situation be known with any degree 
of certainty. 

It should be emphasised, however, that the argu- 
ments which have been adduced here under the 
heading of social justice can make no emotional 
appeal. They are based essentially on considerations 
of custom and expediency. Furthermore, they merely 
tend to show that if it is the current conceptions of 
social justice (these may not necessarily be far 
advanced) which are to be taken as the basis of judg- 
ment, then the “ constant price-normal ” system "will 
yield the fullest measure of satisfaction. This system 
wiUj in fact, fit most logically into the present econoroic 
order and will facilitate the rational conduct of 
industrial and social enterprise. 



CHAPTER V 

INDUSTRIAL AND SOCIAL RELATIONS 

In the preceding sections the considerations involved 
"have been of such a varied and conflicting nature 
that it seemed difflcult to reach any final decision 
in favour of either|of the systems examined. The 
issues raised by the r.^mainiag three tests are, however, 
much clearer, and enable conclusions of a more 
definite character to be drawn. 

The test to be applied in the present section is 
that of the influence which the alternative systems 
of price stabilisation may have on iudustrial and 
social relations, the object of the test bemg to deter- 
mine which system will prove most favourable to 
the development of social harmony in it^ widest 
sense. As in the previous sections, the most suitable 
method of approach would seem to be that of passing 
in review the arguments relating to price stabilisation 
in genera]^ and then applying them to the two par- 
ticular systems orstabilisation under consideration. 

1. The General Connection between Price Chmges 
and Industrial Relations. 

It has already been noted that a change in the level 

of prices infers a change in the value of money as a 
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means of purchasing goods. If, for instance, prices 
rise, then all holders of money, or of securities of fixed 
money value, or of any other title to goods expressed 
as an unchanging amount of money, must lose ; for 
their money will no longer buy for them the same 
amount of goods. Hence, the value of money depends 
upon the movement of prices. Thus, with a rise of 
prices, all creditors for fixed sums of monej" sufier^ 
loss_, and their debtors gain an equivalent amount. 
With a fall of prices it is the debtor’s turn to lose. 
Every change of prices means that one section gains 
at the expense of others. Accordingly, whenever 
prices fluctuate, grievances inevitably arise, and lead 
to general discontent. 

It is true that the victims of a change in the level 
of prices are not apprised of their loss quite in the 
above theoretical way. What usually happens is, 
for instance, that the housewife begins to find that 
her weekly allowance will not go as far as before, 
and that she is having the utmost difficxflty to make 
ends meet ; or, on the other hand, employers discover 
that their profits are dwindling because, whereas real 
costs and overhead charges remain high, prices are 
falling and the value of the stocks they hold is declin- 
ing. There can be no question, however, that, 
with a change in the level of prices, not only is there 
inevitably a change in people’s real incomes and their 
ownership of real wealth, but those who suffer by 
the change are rapidly aware of their misfortune. 
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pften, however, they only see the ill effects and do 
not appreciate the fundamental cause; and conse- 
quently, instead of turning their wrath upon the 
monetary system which permits indiscriminate fluc- 
tuations of the price level, they cast suspicion on 
whatever class happens to be their traditional enemy. 
If that enemy appears to be gaining, as he frequently 
does, then it is inevitable that war will be declared. 
*Strikes and lock-o«rts multiply; and everywhere-. the 
feeling grows that each section of society is surrep- 
titiously endeavomtag to profit at the expense of 
others. Yet, throughout the whole period of dis- 
location, the price fluctuation, which is the real 
villain of the piece, is almost unobserved and escapes 
the attention it deserves. 

This broad impression needs perhaps more analytical 
treatment to be of any practical value ; and it might 
therefore be advisable to examine more closely what 
actually happens as between the employing and the 
employed classes during a period of price fluctuation. 

During an upward trend of prices, concomitant 
with g,ctive trade, profits invariably run high. In 
many instances, and in the average or t3q)ical case, 
some of the profit is due to the fact that wages lag 
somewhat behind the rise of prices. It is true that 
during this period the financial situation of the workers 
is also sound, but this is due, for the most part, to 
greater employment, which more than offsets the 
decline of real wages per hour. The whole period 
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of rising prices is, in fact, one in wHcli wage-earners 
are attempting to catch up the cost of living with 
their wage-rates. In this perpetual struggle, relations 
are much embittered by the feeling that the apparent 
gains ®f their employers, resulting from the rise of 
prides, are secured largely at the workers’ own expense. 
Thus, an upward trend of prices, by causing a corre- 
sponding increase in living expenses, leads inevitably, 
to demands for higher wages, arising in circumstances 
which make for distrust and resentment rather than 
for amicable agreement. A serious outburst of 
industrial disputes almost invariably ensues.^ 

During the downward trend of prices the process 
is somewhat different. In such a period it is the 
employer’s turn to feel himself imiustly penalised. 
On the one hand his market is weak; profits are 
dwindling; and prices have fallen out of all propor- 
tion to the original costs. On the other hand, wages 
are still relatively high, and represent in the employer’s 
mind the outstanding obstacle to iffs continued 
solvency. It is inevitable, then, that during a decline 
in prices there will be insistent attacks on wages 
by employers, leading to an increase in lock-outs and 
in strikes against reductions. 

Thus it may be expected that in any period of 
serious price fluctuations there will be a considerable 
growth in the number of industrial disputes. During 
the upward movement, the struggle to adjust wages 

^ !For statistical evidence, see later. 
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to the cost of living, and during the decline the attempt 
to bring wage costs into conformity with the new 
level of prices, provide a constant source of friction 
leading frequently to open conflict. 

2. The Relative Influence of Rising Prices and Falling 
Prices. 

The above broad conclusion may justly be taken 
as the fundaments,! basis or starting point of -^ny 
discussion of the relationship between price changes 
and industrial disputes, but it leaves much of interest 
still to be examined.^ Statistics show, for instance, 
that the two movements — ^the rise of prices .and the 
fall of prices — are not equally efiective in leading 
to actual stoppages of work. Rising prices are as a 
rule accompanied by more strikes than falling prices. 
In illustration of this point, the table on page 87, 
showing the monthly totals ^ of disputes for Great 
Britain from 1919 to 1921, 3 delds useful evidence. 

It is to be^emembered that in Great Britain prices 
were soaring rapidly from the spring of 1919 to the 
early ^summer of 1920. During this period there 
occurred, as revealed in the table, a vast swelling 
in the number of industrial disputes, the main cause 
being the demand for higher wages. The upward 
swing of prices broke in the summer of 1920, and was 
followed by a lull in the number of disputes. Then 

^ These totals are apparently provisional, but they may be considered 
satisfactory for general long-period comparisons. 
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Wage Bisputes in Great Britain by Months, 1909 and 1919-1921. 


1909. 

1919. 


1920. 


1921. 


Month. 

T. 

A. 

R. 

T. 

A. 

R. 

T. 

A. 

R. 

T. 

A. 

R. 

Jan. 

28 

7 

7 

105 

29 



86 

43 



44 

8 

15 

Feb. 

19 

5 

3 

62 

34 

— 

122 

56 

— . 

63 

11 

26 

March 

17 

6 

5 

64 

32 

— 

184 

106 

— 

42 

9 

22 

April 

24 

6 

4 

85 

47 

— 

134 

74 


43 

0 

26 

Blay 

26 

8 

2 

170 

103 

— 

204 

141 

— 

65 

0 

38 

June 

16 

2 

2 

127 

83 

— 

183 

111 

— 

29 

0 

16 

July 

41 

9 

3 

126 

70 

— 

147 

102 

— 

40 

0 

20 

Aug. 

39 

16 

I 

91 

41 

— 

139 

81 

— 

62 

0 

34 

Sept. 

19 

3 

1 

90 

64 

— 

93 

56 

— 

: 57 

0 

25 

Oct. 

31 

8 

2 

53 

32 

— 

7r 

36 

— 

1 64 

0 

35 

NoV. 

24 

3 

1 

48 

23 

— 

GO 

31 

— 

i 

0 

41 

Dec. 

8 

0 

1 

! 

61 

36 

— 

34 

11 

— 

\ 35 

0 

19 

Per cent. \ 
of Total j 

100 

25 

11 

100 

54 

— 

,400 

58 

— 

: 100 

5 

51 


T = Total number of disputes beginning during the month. 

A = Number of disputes arising out of demands for an advance of wages. 
R = Number of disputes arising from resistance to proposed reductions. 


in 1921, when prices were collapsing at an xinprece- 
dented rate, there was a new increase in the number 
of strikes, the main cause of which arose on the resist- 
ance of workers to proposed reductions of wages. 
Throughout the entire period of prios fluctuation 
the need for wage adjustment was, in fact, the prin- 
cipal source of dissension. The point of interest to 
note is, however, that although the need for wage 
adjustment remained relatively to other factors an 
equally important cause of disputes in the period 
of’ falling prices, as in the period when prices were 
rising, yet in the absolute sense it was less effective 
as a cause of actual stoppages of work during the 
decline. The total number of wage disputes during 
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the period of falling prices in 1921 was much less 
than the totals for the preceding years of rising prices. 
The conclusion seems justified therefore that, although 
rising prices and, falling prices call equally for wage 
adjustment, the necessary adjustment is only e^ffected 
with difficulty during a period of rising prices, and 
leads more frequently to open conflict than when 
prices are falling. In other words, general economic 
Conditions are less favourable to the amicable settle- 
ment of claims during rising prices than when prices 
are in decline. 

One element in thiJ variation in general economic 
conditions must evidently be the financial strength of 
the contending parties. During a period of rising 
prices high profits are made and employment 
is continuously good. Consequently the financial 
resources both of employers and of trade unions are 
strong; they therefore more readily contest claims, 
and if necessary cease work. The reverse situation 
is efiective when prices are falling. 

Although this factor — ^the financial strength of the 
parties concerned — is probably one of the most 
decisive iu determining the proportion of disagreements 
which actusdly culminate in stoppages of work, there 
are others of importance. It is generally recognised, 
for instance, that when industrial gains are universally 
great, mutual distrust between the different producing 
groups grows more rapidly than iu a time of general 
?. distress. Whenever there is a general apparent 
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increase in the product of industry, each section of 
the community begins to look with jealous eyes upon 
any other section which seems to be profiting dis- 
proportionately. Thus a rise of prices, by causing 
an apparent sudden growth in general gain, creates 
an atmosphere in which the grasping spirit readily 
develops. The groups which are the most successful 
strive for still more gain ; the less successful, finding 
thepaselves outdone, make strenuous efforts to re- 
appropriate their lawful share. 

The reverse effect is felt when prices fall : just as 
the sharing of the booty causes sirife in times of boom, 
the need for sharing loss in periods of depression often 
draws the various groups together. Numerous cases 
have, in fact, arisen when the generosity of one hard- 
pressed section has made the necessary appeal, has bred 
a general spirit of goodwill, and laid the foundation 
for stable and continuous co-operation in the future. 

The general conclusion to which these ideas lead 
is that -the number of actual stoppages of work 
depends not only on the original causes of dispute, 
but to a considerable extent also upon the state of the 
industrial atmosphere and the economic conditions 
which obtain at the time when the grievances are being 
examined. 

This consideration is of some importance for the 
full appreciation of the relationship between price 
fluctuations and trade disputes; for whereas price 
changes unquestionably increase the original causes 
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of dispute by necessitating wage adjustment, their 
influence may not end at that. They may have a 
further disturbing effect upon the general industrial 
atmosphere, and so hinder the amicable settlement 
of all claims which arise. Disputes which otherwise 
would have been treated around the council table may 
be settled instead by trial of strength. The effect 
of price fluctuations on the general spirit of industry 
'must therefore be examined before their full meaiiing 
as a factor of discontent can be appreciated. 

3. Indirect Effects ^ of Price Changes on Social 
Relations. 

It seems evident from the outset that the indirect 
influences of price fluctuations on industrial relations 
must be quite imponderable in the relative or quan- 
titative sense. This is particularly the case, for 
instance, when the relationship through unemployment 
is being examined. If it may be accepted that the 
instability , of prices is a cause aggravating crises 
of unemployment, the problem then arises ; What 
influence do unemployment crises have on the general 
spirit “of industrial relations? There seems little 
need for dwelling on this point. The mere existence 
of serious unemployment seems sufficient in itself 
to arouse a general feeling of resentment in the minds 
of workers. And whereas their discontent may in 
general be directed vaguely against the economic 
system itself, this feeling must inevitably be reflected 
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in a certain added rancour wlienever direct relations 
are engaged with, the individuals who, in their minds, 
immediately represent the system. 

The broad psychological influence of unemploy- 
ment crises may, however, be of less importance 
than their more lasting effect on individual sufferers. 
It requires little insight or imagination to appreciate 
that the home of the unemployed himself must be 
a most prolific breeding-ground of mili tant unrest.’ 
Assuming that the unemployed retains his human 
zeal and natural ambition, it seems inevitable that 
the continuous process of repre'ssion which he under- 
goes must be generating the forces of ultimate violence. 
The hardship due to loss of work and sustenance 
counts for much, but the wound to pride is one which, 
for some, can never heal. The slur of being unwanted, 
discarded as industrial waste, scorned by some, 
discounted a little by all, and — ^the keenest cut of all — 
reckoned unfit to support a home, strikes deep and 
leaves an indelible impression on those who class them- 
selves as men. It is always, unfortunately, the best 
who become most embittered. And one em^ttered 
man, if he be of strong personality, can spread infec- 
tion, transmittiug to others his owp. admissible resent- 
ment, and scattering the seeds of general discontent.^ 

^ It is essentially the youth of the nation one has in mind when con- 
sidering these more personal aspects of unemployment. The brunt of the 
recent unemployment crisis has been borne more particularly by workers 
aged 18 to 25 who, lacking in experience though not in spirit, have been 
compelled for months, and sometimes years at a time, to remain inactive. 
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It is true that ao policy of price stabilisatioa, 
however perfectly developed, coaid eliminate unem- 
ployment altogether. What is important, however, 
is that the general slump, with its long periods of 
unemployment for large niunhers, should be avoided. 
If unemployment could be kept permanently below 
5 per cent., there would be sufficient work to ensure 
that all men could find occupation at least spasmodic- 
ally ; and the proportion of really keen workers forced 
to remain idle would remain relatively small. From 
the point of view of the industrial “ atmosphere,’’ 
it is unquestionably the wide fluctuation in employ- 
ment which is the most disastrous. 

4. Development of Measures of Conciliation. 

The need for securing the maximum of stability 
both of the price level and of employment, becomes 
still more evident as one penetrates into the inner 
working of conciliation machinery. A detailed 
examination ■of the tasks confronting joint itidustrial 
councils, works committees, welfare departments 
and other organs of conciliation would show that the 
progress of their work must inevitably be held up 
for as long as therp is any general change occurring 
in industry. For, with any important economic 
change, such as that accompanjdng a wide fluctua- 
tion of the price level, the whole basis of collective 
agreements is frequently shaken, and there is a con- 
tinual necessity for beginning again, building on 
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entirely new foundations. In the sphere of wages, 
sliding scale agreements frequently collapse, piece 
rates need revising, and the general basis for bonuses 
and preroiums must be shifted to a new agreed 
position. In the sphere of labour management, 
agreements relating to the engagement or discharge 
of workers break down before the necessity, at one 
period, of taking any man at any price and, at another, 
of trusting out employees indiscriminately in batches. 

Economic disturbances of a general character, 
such as those accompanying price fluctuations, may 
thus be considered to set back the progress of concilia- 
tion through upsetting the basis of agreements pre- 
viously established, and entailing a new beginning 
on difficult and uncertain ground. But duriug the 
whole of the process of rebuilding, those responsible 
for fostering a healthy spirit in industry are losing 
ground in another respect. They are so fully occupied 
for the time with the broader problems that they 
cannot get to grips with the real task — ^that of treating 
aU questions on an individual basis and developing 
the right spirit through the personal or human ele,ment. 
In aU periods of general change, the labour problem 
becomes a general and impersoaiil one. The man 
becomes a mere unit of industrial machinery. He 
is dealt with in groups. The group problem is so 
great that separate individual interests cannot be 
considered. Yet it is just this task of developing 
amongst workers the feeling that they are being 
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employed as individuals, and that their rights are 
mdividual, which represents the ultimate purpose of 
conciliation. Without such a feeling it is impossible 
to create the right atmosphere or the true co-operative 
spirit; and if the atmosphere is wrong, whenever 
disputes occur they lead to settlement through trial 
of strength rather than through peaceful means. 

To summarise, the general relationship between 
price instability and industrial relations may-_ be 
stated as follows. An upward movement of the price 
level causes a corresponding change in the cost of 
living, and leads to demands by the workers for the 
readjustment of theh wages. A fall of prices similarly 
produces a demand on the part of employers that 
wages should be reduced in conformity. These are 
the direct and immediate effects of price changes, 
but they are not necessarily reflected at all times 
in a corresponding increase in the number of stoppages 
of work. The extent to which 'causes of friction 
actually develop into strikes and lock-outs 'depends 
not only on the initial cause, but also on the industrial 
atmosphere in which the causes of dispute are 
examined. ^ 

Thus a second and equally important way in which 
price mstabflity affects the number of strikes and 
lock-outs is through their influence on the general 
spirit pervading industrial relations. This spirit 
may be affected by price fluctuations, both through 
their intensifying crisis of unemployment, and through 
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their destroying the efforts of conciliators to build 
permanent bases of agreement and to deal with there 
problem on a human or personal basis. 

The full and final incidence of a change in the price 
level oan never be known. Its direct effects can 
perhaps be roughly estimated with the aid of statistics ; 
but its ulterior consequences are quite imponderable. 
Nevertheless, it would seem justifiable to conclude,^ 
on the basis of theoretical reasonhig alone, that the 
essential pre-requisite of success for the development 
of a true spirit of industrial harmony is a maximum of 
stability in all conditions sufrounding a worker’s 
life. Stability of employment and stability of living 
expenses are the outstanding requirements. Such 
stability should refer, not only to the current situation, 
but should be assured as far as possible into the future. 
The more continuous and precise the system of stabil- 
isation can be made, the more fully will it satisfy the 
requirements of the progressive development of 
conciliation. 

6. The Evidence of Statistics.'^ 

In the earlier part of this chapter a distinction has 
been made between the direct effe«ts of price fluctua- 
tions and industrial disputes, and their indirect 
effects. The iadirect influence of price fluctuations, 
through unemployment and through the checking 

1 I am indebted to the International Labour Office for enabling me to 
secure the statistical information quoted here. 
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-of the process of conciliation, is widely diffused over 
time. Since this indirect influence, which affects more 
particularly the industrial spirit or atmosphere, 
spreads out its effects over long periods, its incidence 
cannot be clearly reflected in statistics of disputes. 
Little more can be expected from an examination 
of the figures than certain evidence relating to the 
direct effects of price fluctuations. One might 
anticipate, for instance, a broad corroboration of the 
belief that a rise in the price level and the cost of living 
increases the number of disputes due to demands for 
higher wages, and that a falling level adds to the 
number of disputes arising out of proposed reductions 
of wages. There is, in fact, little difficulty in finding 
support for this contention. Some evidence has 
already been given from the post-war statistics of 
Great Britain, which indicate that there was an un- 
precedented swelling of wage disputes during the 
years of violently fluctuating prices — 1919 to 1921. 
The figures given by other cotmtries are in mSny cases 
even more conclusive of the disturbing influence of 
rapid ©rice changes. 

In CanajJa, whereas the highest record of disputes 
before the war ^ was 150 (1912), the figures rose to 
298 and 286 in 1919 and 1920 respectively ; and where- 
as the proportion of disputes due to wage disagree- 
ments of all kinds was approximately 60 per cent, for 

^ Unless otherwise stated, “the jieriod before the war implies the years 
mi-1913 only. 
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the five pre-war years 1906 to 1910, the percentages, 
rose to 75 in 1919 and 72 in 1920. In 1923, when the 
price level was again relatively stable, the proportion 
of disputes due to wage disagreements fell to 50 per 
cent. . 

In Belgium, the highest total of strikes before the 
war was 221 in 1907. The totals for 1919 and 1920 
were 366 and 506. The proportion of conflicts due 
to (Mssatisf action with wages duiing the 15 years 
' 1896 to 1910 averaged 55 per cent. ; in 1919 the pro- 
portion due to this cause was 78 per cent.; in 1920, 
74 per cent. 

In France, the largest pre-war total of strikes was 
1,502 in 1910. In 1919, the number recorded was 
2,026, and in 1920 the total was 1,832. The per- 
centage of strikes due to the demand for an increase 
of wages was approximately 58 for the ten years 1900 
to 1909; in 1919 and 1920 the percentages due to this 
cause were 88 and 86 respectively. 

All the statistical evidence available supports the 
belief that in a period of rapidly fluctuating prices, 
such as that experienced in 1919 and 1920, there must 
inevitably occur a vast swelling in the number of trade 
disputes, and that this increase m^^^t be due in large 
part to the need for readjusting wages. 

Before the war, price fluctuations were of relatively 
minor extent. Their influence upon the record of 
industrial disputes is nevertheless evident as a broad 
and almost world-wide movement. It will be re- 
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membered that an abrupt rise of prices occurred in 
1906 in almost all countries effectively applying tbe 
gold standard. This movement culminated in the 
trade boom and crisis of 1907, and was followed by a 
swift decline in 1908. This period, 1906-1908, was 
marked in almost all countries by an appreciable 
increase in the number of disputes recorded. The 
aimual totals given in Austria and Germany for 1906 
were the maximumT-for the pre-war part of the century. 
The totals for 1907 in Belgium and Italy were similar 
maxima. In Canada and Great Britain, the figures 
for 1907 were the highest for the period 1902-1910. 
In Denmark the years 1906, 1907 and 1908 each showed 
higher totals than any pre-war years outside that 
period. 

A further international price movement of some 
importance occurred from 1909 to 1913, when there 
was a very gradual but almost continuous upward 
movement of the price level. During this period a 
fairly general increase m the number of ihdustrial 
disputes was distinguishable, but owing to the very 
gradual character of the price movement, its effects 
are less clearly marked. 

The principal object of examining statistics of 
industrial disputes is not merely to secure corrobora- 
tion for the general belief that price fluctuations lead 
to industrial dissension, but if possible to throw light 
on the practical problem of determining what nature 
of monetary or price policy will most favour the 
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preservation of tarmony. THs, in fact, is the 
essential purpose of the present study ; to determine 
whether from the point of view of industrial relations 
it would be desicable, not only to restrain the abrupt 
fluctuation of the price level associated with the boom 
and crisis of a trade cycle, but also to go beyond 
that stage and endeavour to diminish the long- 
period displacement of prices and the cost of living. ^ 
In OTder to form an opmion on this point, the British 
pre-war statistics of disputes might be ezamined in 
greater detail. 


Prices and Disputes in Great Britain, 1900-1922. 


Year. 

Prices.^ 

Disputes.* 

Year, 

1900 

75 

648 

1900 

1901 

70 

642 

1901 

1902 

69 

442 

1902 

1903 

69 

387 

1903 

1904 

70 

354 

1904 

1905 

72 

358 

1905 

1906 

77 

486 

1906 

1907 

80 

601 

1907 

1908 

73 

382 

1908 

1909c 

74 

422 

- 1909 

1910 

78 

521 

1910 

1911 

80 

872 

1911 

. 1912 

85 

1 834 

1912 

1913 

85 

1 1,459 

1913 

1914 

85 

972 

19M 

1915 

108 

672 

1915 

1916 

136 

532 

i 1916 

1917 

175 

730, 1 

1917 

1918 

192 

1,165 

1918 

1919 

206 

1,352 

1919 

• 1920 

251 

1,607 

1920 

1921 

155 

763 

1921 

1922 

131 

576 

1922 


^ Sauerbeck. 

2 Total strikes and lock-outs commencing during the year. The Labour 
Gazette. 
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It is to be seen from the above figures that the period 
of trade boom and crisis about the year 1907 was 
accompanied by a pronounced increase in the nmnber 
of trade disputes. This increase was, however, of 
minor importance compared with the bigger swelling 
movement from 1911 to 1913 — a period which fol- 
lowed a gradual rise of some 10 per cent, in the price 
^level and the cost of living. From this it would seem 
at the outset that a long-period movement m the kvel 
of prices — ^no matter how gradual — ^is equally detri- 
mental to industrial relations as the more brusque 
movement associated with the trade cycle. The 
^a, mi-n ation of the causes of disputes during the years 
1907 and 1913 gives still greater confirmation to this 
view. 


Wage Disputes iu Great Britain, 1902-1904, 1907 and 1913. 



Percentage of strikes due to 





Annual total 

Year. 



due to all 


Demands for 

Resistance to 

causes. 


increased 

reduction of 



wages. 

wages. 


1902 

24 

21 

442 

1903 

28 

17 

387 

11^4 

19 

24 

354 

1907 

33 

7 

601 

1913 

53 

— 

1,459 


It is to be seen for instance that, as a result of the 
rise of prices in 1907, the proportion of disputes due 
to demands for increased wages rose considerably; 
but this increase was offset by a corresponding decline 
in the proportion of strikes against wage reductions. 
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The total residt was that the need for wage adjust- 
ment was of no greater importance in 1907 relatively 
to other causes of disputes than it was in the previous 
more stable period, 1902-1904. The same cannot be 
said of 1913. As already noted, this year came at the 
end of a long-period rise in the price level, producing 
a more permanent increase in the cost of living. The 
number of strikes in 1911 and 1912 was unusually 
high; but it is evident that it was only in 1913 that’ 
the full significance of the change in the cost of living 
was beiug felt. Until then the creeping up of living 
expenses had been sufficiently stealthy to escape 
serious attention. In 1913, however, a total of 
disputes was recorded far exceeding previous annual 
figures ; and of this total more than half were due to 
demands for higher wages. Thus the evidence both 
of theory and of statistics would seem to corroborate 
a generalisation to the efiect that it is not only the 
rapid short-period price fluctuation associated with 
the trade cycle, such as that of 1907, which must be 
■prevented, but that the long-period more gradual 
movement, such as that experienced in the years 
before 1913, must be eliminated in order to preclude 
the possibility of a general outburst of disputes. 
It seems evident, in fact, that a rise in the cost of 
living, however gradual, must inevitably lead sooner 
or later, if the change is of a lasting character, to the 
demand for wage adjustment. Dissension will then 
continue until the process of readjustment is complete. 
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This is perhaps the main argument affecting the 
decision as to •which of the two price stabilisation 
systems — ^the “ composite ” system or the “ constant 
price-normal ” system — ^would prove the more satis- 
factory from the poiat of view of industrial peace. 
On the foregoing basis, the conclusion would seem 
justified that only the “ constant price-normal ” 
system can give complete satisfaction, in that it is 
*^the only system which -will prevent the long-period 
displacement of prices and of the cost of li-^g. The 
“ composite ” system, it will be remembered, is con- 
cerned alone with therCurrent movement of prices. 
^Such a conclusion, therefore, strongly reinforces 
that arising out of the first part of this section, namely 
that the system of stabilisation should be such as to 
prevent any fundamental change in the conditions 
which form the basis of iudustrial contracts. The 
rnaYirrmm of stability should be imparted to the 
general economic basis in order that those who con- 
struct labour agreements may not have them founda- 
tions swept from xmder them, and have to start again. 
The “^composite ” system would fail to satisfy this 
essential test. In the first place, it would permit 
somewhat "wider fluctuations of trade. Secondly, such 
security as it offers would not be lasting. At any 
moment the price position may have worked so far 
away from the original basis as to entail a general 
readjustment in aU the spheres affected. Old 
problems then become new problems. The conflict 
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begins again on old battlefields with the same argu- 
ments, tbe same bitterness, and renewed strength. 

The essential condition — ^long-period stability, the 
kind of stability which can be relied upon not 
merely for the current months but for several years 
into the future — can only be produced by means of a 
system which entails the maintenance of a recognised 
“ normal ” level of prices. In consequence, one may 
justly conclude that in so far as .the preservation oh 
amicable relations in industry may be regarded as a 
desirable aim, the “ constant price-normal ” system 
should be given preference over the looser “ composite ’ ’ 
system. 



CHAPTEE VI 

INTEBNATIONAL CONSIDERATIONS 

Price poKcy may be regarded as an international 
'•question from t'w^o points of view. In tbe first place, 
under any monetary system whatsoever, the price 
movements of one country afiect and are affected 
by conditions in other countries. Secondly, inter- 
national debts are invariably expressed in the cur- 
r^cy of some country and in consequence these 
debts vary in value as the value of the currency 
varies ; that is, they vary inversely as the movement 
of the price level in the country issuing the currency. 

1. The Monetary Link between Countries. 

The manner in which the first of these international 
links between price movements operates may be 
sho-wn by the foUo-vping line of approach. Any 
compleoe mtemational monetary standard, whether 
it be the Gold Standard, the Gold Exchange Standard 
or the Non-metaUic Exchange Standard,^ must 
contain, as an essential feature for the general cohesion 
of the whole system, the stabilisation of exchange 
rates between countries. Unless exchanges are 

^ For a descidption and comparison of tiiese Standards, see A'ppendix 11, 

104 



CHAP. VI INTERNATIONAL CONSIDERATIONS 105 

stabilised on a very general basis, the international 
system must inevitably be loosely knit, and to some 
extent rmreliable. Let it be assumed, then, for tbe 
starting point of the argument, that exchange stabilisa- 
tion will be a feature of whatever monetary system 
may be adopted in the future. 

In all instances when one country stabilises its 
exchange rate with another it thereby automatically 
binds itself to approximately the same price policy’ 
as the other. Thus, whatever system may be adopted 
in the future, the price movements of the dependent 
countries will be largely . determined by the price 
policies of the central countries whose currencies are 
adopted as a basis for exchange stabilisation. 

This uniformity of price movement between coun- 
tries which have secured exchange stability with 
each other is, in fact, a direct corollary of the purchas- 
ing power parity theory of exchange rates. This 
theory states that the value of a currency ^.on foreign 
money markets depends ultimately on iis value as a 
means of purchasing goods in the country in which 
it is issued. If prices in that country rise, then the 
value of its currency as a means of purchasing goods 
falls and so the exchange rate of the currency on 
foreign money markets tends to fall ; for the foreign 
importer will only be prepared to pay for the currency 
the value which that currency represents in goods 
which he can import from the country. 

It follows that the exchange rate between any two 
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puxrencies depends ultimately on tteir relative value 
as a means of purchasing goods exportable from their 
respective countries of issue. This, in turn, depends 
largely on the general level of prices in the countries 
of issue. Consequently, one essential condition for 
the maintenance of exchange stability between any 
two countries is that their price levels should follow 
an approximately uniform course. 

This welding together of the price levels of .two 
countries through the stabilisation of the exchange 
rate between them might be illustrated from the actual 
mechanism employed ^f or securing exchange stability. 
In pre-war days the mechanism was more or less 
automatic, exchange rates having been restrained 
within narrow limits by the operation of the gold 
standard. A rise of prices occurring in any country 
caused that country to become a good market for the 
foreign exporter and increased the costs of the home 
exporter. Consequently imports tended to exceed 
exports. The country as a whole was then faiced with 
the need for paying for the balance of imports. This 
created an additional demand for foreign currency. 
The value of the foreign currency rose on the exchanges 
to such a point that it became cheaper to export gold 
than to buy the foreign currency. When gold was 
exported it caused a drain on the reserve of banks. 
The banks were thereby compelled to restrict their 
loans to the business community. This had the 
effect of restraining the rise of prices which had 
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initially caused the train of consequences leading to 
the loss of gold. By bringing prices once more into 
harmony with the world level, the banks were thus 
able to restore the general state of equilibrium. 
The operation of the gold standard had thus, auto- 
matically, the effect of rendering fairly uniform the 
price movements of all countries adopting the standard 
in complete form. 

Without the gold standard the stabilisation of’ 
exchange rates entails the introduction of artificial 
machinery. If, for instance, any country, say Norway, 
were to decide to stabilise its cyrency, the Kroner, in 
relation to, say, sterling, its first step would be to set 
up a stabilising fund composed of sterling bills and 
other exchange instruments which could be easily 
realised on the British and home money markets. 
If a rise of Norwegian prices took place, affecting the 
exports of that country, the foreign importer would 
not be willing to pay the higher price for Norwegian 
exports “Unless he could buy Kroner h»re cheaply. 
The value of the Kroner on foreign money markets 
would therefore fall. 

This movement of decline could be stemmed for a 

C' 

time by the sale of bills from the sterling fund, but 
only at the expense of the gradual dwindling of the 
fund. So long as Norwegian prices remained high 
relatively to prices in Great Britain, the exchange 
rate would tend to fall below the original limit chosen. 
In order to restore the situation permanently and 
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prevent the whole of the stabilising fund from becom- 
ing exhausted, it would be necessary to bring down the 
Norwegian price level by restricting credit. ‘This 
might be effected either by raising the rate of discount 
or by restraining the expansion of credit by some other 
general means. The chief point which it is desired 
to emphasise here is, however, that the actual process 
of securing stability of the exchange rate entails the 
regulation of credit in such a way that the price level 
of the dependent country is kept in harmony with that 
of the central country. 

Thus illustrated, t]ie offiginal statement may be 
repeated that whatever may be the monetary system 
adopted in the future, whether metallic or non- 
metallic, the price movement of a large number of 
coimtries "will be dependent, through the fixation of 
their exchange rates, on the price policy of the more 
powerful. The question of price policy is therefore, 
m this respect, essentially international. 

It seems* possible that the recognition* of this 
point of view, coupled with other considerations, may 
ultimately lead to an international conference on the 
question of monetary policy. If such a conference 
does actually take place, the smaller countries will 
presumably be anxious to learn the nature of the 
price policy which is to be adopted by the more 
powerful, since that policy will materially affect 
their own conditions. They would probably be more 
assured by a fairly definite statement of intention 
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regarding price policy than by something quit^ 
vague. 

How, then, could such a demand for precision be 
satisfied? It has been suggested m earlier chapters 
that the clearest definition could be given to the system 
of stabilisation by the iutroduction of the recognised 
“ normal ” level of prices. Without such a recognised 
“ normal,” the system becomes quite discretionary 
and_. somewhat uncertaia. Moreover, it is discretion- 
ary in the hands of a very hmited number of central 
iostitutions, whose actions might possibly be affected 
more by national than ioterng-tional considerations. 
The “ composite ” system would be of such a natme. 
It would entail the large majority of smaller States 
placing themselves unreservedly in the hands of two 
or three of the more powerful. But immediately 
there is introduced the conception of a constant 
“ normal ” level of prices into the system, the feeling 
of insecurity must disappear. For although the 
system, ^ould still be discretionary in -ihe detailed 
administration of credit in each country, there would 
always be the assurance that the price level wo^d not 
be permitted to diverge widely from its e:^ting posi- 
tion. The value of money would remain constant for 
long periods of time, and a high measure of security 
would be offered to aU countries affiliated to the 
system. Thus from the point of view of giving 
general satisfaction and allaying doubts, the adoption 
of some clearly defined system such as the “ constant 
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price-normal ” system would seem most beneficial. 
It would form an excellent basis for international 
agreement. 

But there is a further reason for its adoption in 
preference to the looser “ composite ” system. -Under 
the latter, wider fluctuations of the price level would 
be possible. And although such fluctuations might 
be relatively innocuous when they affect one country 
’alone, they might be much more serious in their 
international effects. For instance, during 1923 and 
1924 many countries in Europe were endeavouring 
either to resume the gold standard or to stabilise their 
exchange rates with the United States. Those which 
were successful must have been influenced to a certain 
extent by the price decline which occurred in America 
from the spring of 1923 to the summer of 1924. 
(Note, for instance, the uniformity of movement 
between the Swedish and American price level during 
this period and the continuous appeal of Swedish 
economists that the American price level might be 
allowed to rise slightly to ease the task of gold resump- 
tion in^Europe.) The tendency to decline thus came 
at a time y^hen many European countries, suffering 
seriously after long periods of depression, would have 
benefited from a slight upward swing of the price 
level. Such a movement was, however, almost 
impossible for any country which had linked its 
monetary policy strictly to that of the United States. 
Thus, the fall of prices was by no means limited in its 
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influence to America, but must inevitably bave spread, 
some of its disadvantages to other countries. 

TMs decline of prices during the period under 
discussion was doubtless difficult to avoid, smce the 
policy of stabilisation was still in an experimental 
stage. There nevertheless seems reason to believe 
that, to the extent that it may prove possible in the 
future to minimise price fluctuations, the benefits 
which will accrue from the international standpoint 
will be equally as great as, if not greater than, the 
purely national gain. For when prices universally 
show any serious width oS fluctuation, one country 
may be very adversely affected by being compelled 
to follow a general movement at a particularly inop- 
portune time. With the more stable regime such as 
would obtain under the “ constant price-normal ” 
system there is little or no danger of any country 
being seriously disfavoured by the general situation 
which, at the worst, could only be neutral. 

Keducihg the argument to general terms, it may be 
said that nations are probably more closely knit 
through then: monetary relations than throng^ any 
other form of mutual influence. The monetary bond 
is mechanical and almost automatic; and for that 
reason it frequently passes unobserved. Yet inas- 
much as the industrial fortunes of any country are 
intimately bound up with its monetary policy, it 
cannot reasonably afford to remain passive when a 
world- wide policy is being determined. It is in the 
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interest of every country to express its own wishes 
in regard to the policy to be followed and to secure 
the clearest possible definition of that policy. 

There are, perhaps, few countries which have fully 
realised their international dependence in this matter. 
But when the representatives of different nations do 
ultimately begin to appreciate the significance of their 
international relationships in monetary questions, and 
accordingly insist 'on international agreement in the 
matter, there seems but one solution which can secure 
unanimous approval. That solution will be the one 
which makes for cleaijest definition and which favours 
all in general though none more than others, namely, 
maximum price stability with a definite recognised 
position or “ normal ” on which to stabilise. 

2. Price Changes and the Real Value of International 
Debts. 

Taking next into consideration the second aspect 
of the problem, that of the relation between price 
movements and international debts, it wdll be seen 
that -^ere is here a further important reason for 
considering the question of price policy to be inter- 
national. For, whenever one coimtry contracts a debt 
in terms of the currency of another country, the debtor 
country places itself entirely in the hands of the other 
country as regards the ultimate real value of the debt. 

Great Britain’s debt to America, for instance, is 
expressed in dollars. From this it follows that were 
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the United States arbitrarily to increase the value of. 
the dollar by pressiug down their price level, the 
burden of Britain’s debt to the States would be 
proportionately increased. 

Certain other international debts are expressed in 
terras of gold. For instance, the reparation payments 
to be made by Germany are expressed for the most 
part in gold marks. The value of such debts thus 
depends upon the value of gold which, m turn, is 
determined by price movements in gold-using coun- 
tries. The industrial preponderance of the United 
States amongst the countries at^present using gold is 
so great that the price policy of that country affects 
the value of gold universally. If prices fall in America, 
the value of the dollar, and therefore of gold, as a 
means of purchasing goods, rises. From this follows 
the somewhat extraordinary result that the movement 
of prices in America, by affecting the value of gold, 
determines" the real burden of indebtedness between 
Germany *and the countries receiving repa»ations. 

Since it usually happens that, in any negotiations 
for the settlement of international debts, the cun-ency 
selected as the basis for evaluating the debt^is that of 
a country in which price stability is most assured, 
there is comparatively little likelihood of serious 
injustice being wrought in the case of international 
obligations between two Governments. The same 
cannot be said, however, of international obligations 
between the Government of one country and private 
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individuals in others; for private investors cannot 
stipulate the conditions of their loans. A G-overn- 
nient, when it lends money to another, takes the 
precaution to make its loan in terms of a stable 
currency. A private investor, on the other hand, is 
unable to protect himself in this way, and by lending 
his money in terms of the currency of the borrowing 
Government, places his investment unreservedly in 
" its hands. The mumber of Governments which .have 
abused this confidence by reducing or even wiping' 
out completely their obligations to foreign investors 
through currency in]|atioi», is incredibly large. This 
rnethod of wholesale international robbery is the worse 
in that it is effected in an insidious, irresistible manner 
and leaves the victims without remedy whatsoever. 

It is true that a means has now been devised for 
eliminating this injustice to some extent. Inter- 
national loans such as those floated under the auspices 
of the League of Nations, or by special treaty between 
Governments, for private subscription, are, 'by agree- 
ment, expressed in terms either of gold or of a stable 
currency. In consequence, the investor is now reason- 
ably secrue so long as the stable currencies selected 
as basis for international loans remain stable. Never- 
theless, it is only a limited group of investors who are 
protected in this way, and there is still considerable 
opportunity for the abuse to continue. 

To reduce the argument once more to general terms, 
it is to be seen that there is here a second aspect under 
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■wMch the question of price policy is international. 
All international debts are expressed virtually in 
terms of a given currency. The real value of those 
debts thus depends upon the real value of the cur- 
rency in question. What is required for justice to be 
done between one country and another is therefore a 
currency the stability of which is permanently 
assured ; the stability should relate not merely to short 
periqds but to long periods of time, in order to give 
complete satisfaction. 

Such a currency can only be produced in a country 
in which the system of p^ce stabilisation relates to 
long-period changes. This is not possible unless there 
be mtroduced mto the system the conception of a 
recognised “ normal ” price level to be maintained 
over long periods of time. 

The conclusion reached here thus reinforces that of 
the earlier part of this section, namely, that when the 
question of price policy is placed on an international 
footing, the only policy which will be capable of giving 
general satisfaction will be that which, on the one 
hand, is capable of clear definition and, on the other, 
will eliminate the long-period fluctuation of prices. 
The system which most nearly satisfies these require- 
ments is the “ constant price-normal ” system defined 
above. Any system more vague than this would leave 
room for doubts and international mistrust, and would 
seem valueless as a basis for securing rmanimous 
agreement. 



CHAPTER VII 

THE GENOA PROPOSALS POE A GOLD EXCHANGE 
STANDARD 

Whilst setting forth, certain new principles of a 
positive character for the guidance of monetary 
policy, the Genoa resolutions for the institution of a 
gold exchange standpd are essentially preventive 
in their purpose. They aim at obviating the cata- 
strophic consequences of the possible uncontrolled 
resumption of the gold standard. Their chief inspira- 
tion was, in the first place, the belief that there would 
sooner or later be a general movement for the restora- 
tion of the gold standard, and, secondly, the fear that 
if the resumption were to take place on a pre Var scale, 
and in accosfdance with pre-war principles, the results 
would be disastrous. In order to appreciate this point 
of view, it might be well first to examine what actually 
were the ;grinciples in operation before the war, and 
then consider their application to the present altered 
circumstances. 

1. The Pre-war Gold Standard. 

Under the gold standard the one outstanding 

criterion which banks followed in their regulation of 
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credit was the gold reserve situation. In certain 
countries the ratio of gold reserve to deposit liabilities 
was determined by law; in other countries it was 
established, within elastic limits, by custom. In all 
instances banks were obliged to protect their reserve 
ratio and could never allow it to faU much below a 
given position lest they should destroy the confidence 
of the public. As a result, whenever gold reserves, 
wer^ beginning to dwindle, banks were compelled to 
restrict credit so as to limit the growth of their 
liabilities. 

On the other hand, it was -unprofitable for banks 
to hold gold in excess of customary requirements, ^d 
consequently, whenever a surplus was evident, they 
would lower their rates of discoimt with a view to 
inducing more borrowers into the market. The 
expansion and contraction of credit was thus de- 
pendent upon the volume of gold reserve available to 
support the credit. 

Moreover, the influence of the gold supply affected 
all countries using this metal in a more or less uniform 
manner. Thus, whenever there occurred a shortage 
of gold, the deficiency of reserves made itself felt in all 
countries, causing a universal contraction of credit 
and decline of prices. For instance, during the years 
1873 to 1896, when gold production failed to keep pace 
with the. development of industry, the expansion of 
credit was continuously restrained and the British 
price level declined from 161-9 in 1873 to 88-2 in 
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1896.^ The price levels of other countries followed 
a similar course. From 1896, after the discovery of 
new mines in South Africa and the introduction of 
new methods of ore extraction, gold production 
developed more rapidly than did industry, and 
caused a universal upward movement of the price 
level. 

The fact of the movement of prices having affected 
all gold-using countries alike leads to a question of 
considerable importance for this study, namely, 
whether it would have been possible, in the circum- 
stances existing before*the war, for any one country to 
stand out against the general movement. Would it 
have been practicable, for instance, for Great Britain 
to disregard the surplus of gold existing at the be- 
ginning of this century and, by restricting credit, 
keep her own price level low? Probably not; for 
under the gold standard, immediately Great Britain 
were to force its price level below the general world 
level, the rhte of exchange would turn in favour 
of this country. It would then become profitable 
to purchase gold in foreign countries with the 
appreciated sterling, and import it into this country. 
Gold would flow in from other centres and Britain 
would be saddled, not only with her own share 
of the world surplus, but also with that of all 

^ Wholesale Prices, Great Britain, Board of Trade (Dept, of Labour 
Statistics,) 47 articles, 1900 5= 100. 
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other lands which were allowing their price level? 
to rise. 

It would seem, therefore, that, under the gold 
standard, the only way to prevent a world surplus of 
gold from creating a general rise of prices would be 
either that one country should be willing, as, ap- 
parently, is the United States at present, to bear the 
whole of the surplus, or that there should be an agree- 
ment amongst the different countries, first, to hold” 
their due proportion of the world’s gold reserve and, 
secondly, to prevent their price levels from rising 
much above a given position. The second part of the 
agreement would be the more important of the two. 
for it would be of little value that each country should 
hold its due proportion of gold, if, on the basis of that 
proportion, all countries were simultaneously to allow 
credit to expand, and prices to rise. The proportion- 
ate distribution of the surplus is not of itself sufficient 
to prevent that surplus from providing a basis for 
price inflation. International collaboration of a 
clearly-defined character, involving the adoption of 
an upper limit for the fluctuation of prices, would 
thus have been necessary, rmder pre-war conditions, 
in order to prevent a surplus of gold reserve from 
leading to a rise of prices. 

As far as the contrary condition of shortage is 
concerned, whenever there was an inadequate supply 
of gold before the war, this led inevitably to credit 
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contraction and falling prices in ail gold-using coun- 
triesd The kind of international collaboration which, 
would have been required in order to avoid such a 
result was probably of too advanced a nature to have 
been acceptable in pre-war days. It would*^ have 
entailed the willingness on the part of a number of 
countries to renounce their independent use of gold 
and to introduce a- gold exchange standard; or it 
'would have meant economising gold by the iatro- 
duction of an international clearing system. Such 
measures may perhaps be possible now, but they would 
hardly have been practicable before the war, when 
each nation guarded jealously its own fancied monetary 
independence. 

The application of pre-war principles to pre-war 
conditions resulted, through the continuous kindly 
disposition of Fate, in less general dislocation than 
might have been expected. Under some fortunate 
dispensation it was decreed that, for the century 
preceding the war, the rate at which gold sh'ould be 
unearthed should coincide roughly with the increase 
in the rate at which other goods were produced. 

fT 

^ It is to b© noted that in the above argument the possibility of modifying 
the gold content of the monetary unit has been disregarded. It ought to 
be stated that a country could at all times prevent itself from being influenced 
by an international price movement by effecting changes in the gold content 
of its monetary unit. The justification for excluding this consideration 
is that it would have been in conflict with the pre-war principle of main- 
taining the sanctity of the traditional gold content of the unit.. The 
present part of the discussion is intended to deal exclusively with the 
pre-war situation. 
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Consequently, we were spared tlie extremes of inflation 
and deflation. There is no assurance, however, that 
this convenient arrangement will continue. The more 
cautious would probably suggest that we have tempted 
Providence sufficiently, and that in the future, rather 
than leave ourselves entirely at the mercy of 
fortuitous circumstance, it would be well to bring 
under control any parts of the monetary mechanism 
whieh are controllable. They would suggest, for 
instance, that the world’s supply of gold should be 
brought under effective regulation in such a way as to 
serve, and not impede, the purposes of scientific control. 
This, in fact, is one of the chief objects of the Genoa 
resolutions. Before these resolutions are examined 
in detail, however, it might be well to show how the 
existing state of general post-war confusion renders 
doubly urgent the introduction of a system of careful 
regulation of monetary reserves. 

2. The Present Gold Situation. - 

Some indication may be given of the existing 
condition of the gold supply by the tabk^ below, 
showing the amount of gold held by l^e "central 
institutions at the end of 1923 as compared with the 
end of 1913.^ 

1 Figures estracted from the Monthly Bulletin of Statistics, published by 
the League of Nations, Geneva. By showing the situation at the end of 
1923, the table reveals the post-war position before steps had been taken 
by any European country to resume the gold standard. The situation 
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. The outstanding feature of the present situation is 
that the United States, which holds more than 40 per 
cent, of the world’s monetary supply of gold, has 
approximately a billion and a half dollars of gold more 
than is necessary to support the existing volume of 
credit issued in that country. 

The examination of the position in other 
countries would se&m to show that the supply of 
gold is fully adequate to permit the resumption of^the 
gold standard, provided that gold is not reissued for 
circulation. 

In these circumstar^ces, <30 long as the restoration 


sincfe that date has changed, though not to any marked extent up to the 
beginning of 1925. 

Gold Reserves 
(000,000’s omitted) 


Country. 

End of 1913. 

End of 1923. 

Argentine . 

Pesos 

243 

475 

Belgium 

Francs 

249 

270 

Canada ^ . 

Dollars 

26 

44 

Denmark . 

Kroner 

73 

210^ 

France . . 

Francs 

3,608 

5,540 ^ 

Germany . 

Marks 

1,170 

467 2 

Japan ® . . . 

Yen 

224 

1,115 2 

Netherlands 

Gulden 

151 

582 

Norwaj^ . 

Kroner 

44 

147 

Spain "... 

Pesetas 

480 

2,528 

Sweden P 

Kjonor 

102 

272 

Switzerland 

Francs 

170 

537 

United Kingdom 

Pounds 

35 

128 * 

United States 

Dollars 

241 ® 

3,080 


^ Held by chartered banks in Canada. 

® Partly held abroad. 

® Some silver included in the figure for 1923. 
* Includes a small amount of silver, 

5 End of 1914. 
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of the gold basis is confined to a small number of 
countries and so long as gold is held out of circulation, 
there will exist a large (and probably increasing) 
surplus of gold available as a means of credit inflation 
in the^gold-using countries. 

This, then, represents the situation in the present 
and for the immediate future. The more distant 
future may, however, hold somfething considerably 
mofe threatening. The existence of the present 
surplus of gold depends upon the fact that this metal 
•is not in use as circulating medium. Were it restored 
to circulation in all countries, there would probably 
be serious shortage. For, assuming that the gold 
standard were to be introduced on exactly the same 
scale as before the war, and assuming also that gold 
production had just kept pace with the expansion of 
industry since 1914, there would only be sufficient 
gold to support the 1914 price level. On the basis of 
these assumptions, deflation from about 160 (or 
whatever higher level gold-prices may 4each during 
the immediate process of expansion) to about 100 
would be entailed for countries at presej^t using 
gold. 

Although, therefore, there is the appearance of a 
large surplus of gold at present capable of giving rise 
to inflation, it is possible that the situation might 
ultimately become one of shortage through the general 
resumption of the gold standard and through the 
restoration of gold to circulation. 



124 


MONETARY STABILITY 


CHAP. 


3. The Possible Effects of the Post-war Gold Situation. 

In order to gain a clearer appreciation of the possible 
dangers of the post-war situation, it might be well to 
picture it, for the moment, in the worst possible 
colours, assuming the application of pre-war principles 
unmodified and the complete absence of international 
co-operation. Undor such fictitious circumstances, 
"the United States, finding itself confronted with its 
existing surplus of gold, would maintain a low rate 
of discount and permit its price level to rise unimpeded. 
The exchange rate would turn against America and 
gold would tend to fiow outwards. All countries 
which had resumed the complete gold standard, and 
had thereby opened their markets for the purchase of 
gold at a fixed price, would find themselves com- 
pelled to buy some of the surplus gold flowing in- 
from America. For so long as the American price 
level stood above that of any other gold-using" country, 
gold would fend to flow to the latter couhtary from 
America. The only protection for the country re- 
ceiving the gold would be to ease credit and allow its 
own price level to rise as rapidly as that of America.^ 

The existing world surplus of gold would be, so to 
speak, bandied about from country to country, every- 
where causing easy credit conditions and tending 

^ Tliis possible danger of an inflow of gold from America bas been fore- 
seen and forestalled by Sweden, whose resumption of the gold standard 
is only partial, the monopoly of gold import having been vested in the 
Central Bank which may, if necessary, revise its buying price for gold. 
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to force up the price level. This process might con- 
tinue until prices had risen in gold-using countries 
from about 150 to between 180 and 200. 

Let us suppose that, after this stage in the process 
of inflation, it were then to become more generally 
fashionable for countries to introduce the gold 
standard. Suppose, for instance, that the main- 
tenance of the gold standard, including the restoration 
of gold to circulation, were again ^to be considered a' 
matter of national prestige, or that it were regarded 
as important for all countries from the point of view 
of their international trade^ one country after another 
would then enter the market for more gold. Deflation 
would supersede inflation, and would continue uhtil 
all countries were satisfied with their monetary status. 
The price level would only come to rest finally when 
all countries were in a permanent state of content- 
ment and when the rate of gold production itself also 
contrived to fit into the general scheme of stability. 

Although the above outline of the possible con- 
sequences of reintroducing pre-war monetary principles 
represents a somewhat extreme view, it is not too much 
to say that were the gold reserve situating to be 
accepted once again by banks as their principal 
criterion for the control of credit, a period of inflation 
would in fact result; and if, following this period, 
the resumption of the gold standard were to become 
more general, there would inevitably be a period of 
deflation. These dangers are real and must be con- 
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fronted. Measures are urgently required which will 
assure stability in the future and will satisfactorily 
oppose the tendencies created by the present surplus 
of gold and by the future more complete resumption 
of the gold standard. 

4. Measures Recommended hy the Genoa Conference 
for Obviating the Fluctuation of Prices. 

The practical problems with which the world is 
confronted are thus, first, that of preventing the 
existing surplus of gold from causing a rise of prices 
during the forthcoming tjjree or four years, and, 
secondly, that of avoiding subsequently the excessive 
absorption of gold by countries wishing to resume the 
gold standard. In order to satisfy the former require- 
ment, the gold situation must be definitely deposed as 
a criterion for the guidance of monetary policy, and 
in order to depose that criterion, it is necessary to 
have another to put into its place. The second 
requirementj^that of preventing the excessive demand 
for gold, could only be effected by international agree- 
ment between the countries concerned. These two 
principles, the introduction of new criteria and 
international agreement as to the demands which 
may be made upon the international gold market, 
form the basis of the proposals made by the Genoa 
Economic Conference of 1922 for securing international 
monetary stability. 

The new criterion which that Conference recom- 
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mended for the control of credit is that of price 
stability. Credit is no longer to be regulated accord- 
ing to the reserve situation, but according to the 
movements of the price level. It is stated in the 
Resolutions that one of the principal aims of the 
system will be to “ prevent imdue fluctuations in 
the purchasing power of gold ” ; in other words, the 
aim will be to prevent undue flucijuations of the price 
level in countries using the gold standard or the"' 
gold exchange standard. 

Given, then, this new principle of securing price 
stability, how may it be njade effective in opposition 
to the strong tendency for the gold situation to be 
taken again as chief criterion ? As has already been 
noted, once the gold standard is restored, the gold 
situation will at all times compel some consideration. 
The maintenance of a surplus of gold is unprofitable 
to banks and always provides a certain incentive for 
them to expand credit ; and a shortage of gold, if it is 
allowed "to occur, must inevitably cause .contraction. 
Thus, in order that the gold reserve situation may be 
deposed from its throne as the chief criterion for the 
control of credit, and supplanted by the principle of 
price stability, gold reserves must be carefuUj'" 
manipulated so that they do not interfere with the 
requirements of price stability. A permanent control 
must, in fact, be exercised over the international gold 
basis. 

In order to achieve such a purpose, the Genoa 
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Conference suggests, first, that the demand for gold 
reserves amongst the nations should be regulated in 
accordance with an international agreement to be 
drawn up. 

The danger arising from a shortage of gold is to be 
met, it seems, by persuading certain countries, in the 
interests of the whole, to refrain from resuming the 
gold standard, and to confine themselves to stabilising 
'their exchange rastes with one of the gold-using 
countries by means of “ artificial ” machinery, thus 
forming a gold exchange standard. Further economies 
may be effected by the introduction of an international 
clearing system, or by^ inducing certain countries to 
hold a portion of their gold reserves abroad. 

Theoretically, the scheme seems perfect. But 
when examined in its practical details it raises certain 
doubts. In -the terms of the Resolution itself, the 
new principle to be established is that of preventing 
“ undue fluctuations in the purchasing power'of gold.” 
But what precise meaning can be attributed to the 
term “ undue fluctuations ” ? It would seem clearly 
necessary at the outset to give exact definition to the 
object to be secured by the new mechanism. Yet 
this expression is almost empty of meaning as it 
stands. For instance, would a continuous upward 
movement of 3 per cent, per annum be considered 
“ undue ” ? If not, in less than 10 years’ time there 
might be a rise of prices sufficiently extensive to pro- 
duce a serious shortage of gold. On a similar under- 
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standing, this movement might be followed, sub-, 
sequently by a price decline considerably worse than 
that experienced from 1873 to 1896. 

If there were no forces batthng against price 
stability, the question of defining clearly the new 
criterion would perhaps be less urgent. For instance, 
with the non-metaUic basis, the principle of price 
stability, once generally approved, would hold the 
fiield-with ease. However, immediately the gold basis 
is resumed the gold situation will at all times claim 
some degree of attention, and will demand at least a 
compromise with the principle of price stability ; and 
the continued survival of this principle seems most 
improbable unless it is given the clearest definition 
at the outset. 

Let us imagine for a moment the task of an inter- 
national executive committee ^ appointed to supervise 
the application of the Genoa system and instructed 
to “ pre-vent undue fluctuations in the purchasing 
power of gold.” Such a committee wovld be con- 
fronfed with a surplus of gold distributed amongst 
the countries. Each Central Bank, possessing more 
than enough reserve, would be saying to itself : “ Ho 
conceivable harm can be done by a 2 per cent, or 
3 per cent, rise of prices ; let credit continue to expand.” 

^ It does not seem certain that an executive committee is to be appointed 
under the Genoa scheme ; the control might, for instance, be effected through 
a semi-official co-operation between Central Banks. The problem would 
nevertheless remain the same, though it seems that the task might be 
lightened if it were possible to appoint an executive body with sufficient 
advisory status. 
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■By what criterion could the executive conamittee then 
state that such expansion was undue ? It would, in 
fact, be powerless unless it had some precise instruc- 
tions — ^unles^ for instance, it could say : “ The level 
of prices on 1 July, 1925, has been accepted* as the 
recognised normal. All indices give evidence that the 
price level now stands above that recognised position. 
Any further rise wsuld be undue.” 

If confronted with a shortage of gold, the task of 
the committee would be still more difficult. To 
obviate a condition of shortage it would need to be 
provided with arguments sufficiently powerful to 
persuade countries to revise their monetary organisa- 
tion and to reduce their internal holding of gold re- 
serves. There seems some justification for scepticism 
as to the success of such proposals even in the most 
favourable circumstances, but there is every assurance 
of their failure if the principle of price stability, the 
intended defence and backbone of the whole system, 
is itself indistinct. 

To instruct a committee to protect the price level 
from imursions by the gold situation without giving 
it a line jip make a defence, without estabhshing a 
recognised price level on which to stabilise, would be 
asking it to achieve the impossible and the unknown. 
The proposition would be without logic from two 
points of view. On the one hand, the executive would 
be almost defenceless; on the other, it would not 
know exactly what it had to do. 
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One is drawn to the conclusion, therefore, that the . 
purpose of the Genoa Eesolutioh’s is rather to outline 
the broad principles on which monetary policy should 
in future be guided than to give final definition to the 
scheme*. There is evidence in support of this in the 
text itself of the Eesolutions, which indicate that 
the details of the new policy are to be elaborated by a 
conference of central banks convened for the purpose 
of drawing up an international monetary convention. 
If any criticism is implied in the foregoing remarks, 
it cannot relate therefore to the work already accom- 
plished and the proposals made, but rather to a 
potential future omission or state of apathy, of which 
there is as yet no evidence. 

The main purpose of these notes is to suggest that 
by once more accepting gold as the basis of the 
monetary system, the world will be restoring, not an 
inert, plastic instrument, but a powerful force capable 
of prejudicing the interests of society. The gold 
situation'will tend to demand first a compromise with 
price stability and then, in course of time, it may 
establish once again complete supremacy. Its 
insidious power can only be withstood by^resistance 
pre-determined and designed. And if price stability 
is to be upheld against the pressure of gold, then one 
central feature of the defence must be a clearly-defined 
system of price stabilisation. 

Of the possible systems which might be applied, 
the looser “ composite ” system, or any other rela- 
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tively vague metliod, affords no adequate protection. 
The “ composite ” system itself is certainly too elastic 
in its definition to enable it to resist the insistent 
pressure of gold; it would crumble very soon and 
leave the gold situation once more in sole coihmand. 
It is diflacult, in fact, to imagine any system of price 
stabilisation capable of standing firm unless it includes 
the recognition of a given level as a resistiug poiut, a 
“ normal ” position to which the price level might at 
all times be linked. Without the existence of a strong- 
hold of this character, it seems doubtful whether the 
demand for price stability can be regarded as more 
than the expression of a pious hope. If this be so, 
the restoration of the gold standard will have this 
clear significance : the thread by which the principle 
of price stability will thereafter hang will be the 
acceptance or rejection of the conception of a 
“ normal ” level of prices.^ 

1 Appendix I : “ International Measures necessary under the Gold 

Exchange Stai^ard to secure Price Stability might suitably be read in 
conjunction with this chapter. The main burden of that appendix is to 
suggest that the surest method of safeguarding the policy of price 
stabilisation is to preserve a certain proportion of the existing surplus of 
gold. AiKIough the excess of gold may constitute in some respects a 
burden on tl^ banking system and act as an inducement for it to issue 
additional loans, nevertheless a certain excess over customary reserve 
requirements is necessary for the maintenance of freedom for credit 
control. Purthermore, the possibility of a shortage of gold holds by far 
the more serious risk and should at aU times be kept at the safe distance. 



CHAPTER VIII 

THE BALANCE SHEET 

In tlje foregoing pages, some attempt has been made to 
outline the broad features of the problem of industrial 
stabilisation. It was shown in the earlier passages 
that the prevention of trade depression and unem- 
ployment depended upon the possibility of discovering 
some factor capable of exercising a general influence 
over the movements of industry. Industry itself 
is inherently unstable. In order to restrict its 
fluctuations, some force, or balance wheel, must be 
discovered to counteract at every stage the tendency 
to instability. Amongst such possible means, atten- 
tion was* drawn to the discount rate which, by virtue 
of the universal nature of its spreading influence, 
seemed capable of producing the desired result. 

Given, then, the task of stabilisiug indusi^fy at a 
high level of activity, and a means whereby this task 
might be to some extent accomplished, it becomes 
necessary to discover some index or criterion which 
will show how far success is being achieved. The 
suggestion was made that the most reliable index of 
industrial stability is the general level of prices. 

133 
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.When prices fall, this indicates that trade demand is 
in decline. When- prices rise, this sho-ws that demand 
is tending to exceed supply. So long as the price 
level remains stable, this is the surest evidence that 
demand is running parallel -with supply and that both 
over-expansion and trade decline are being avoided. 
The criterion which the discount rate controllers should 
watch most closely is therefore the index nxunber of 
prices. An upward movement of this index would be 
the signal for raising the rate of discount and a fall of 
prices would show the need for easy credit. 

Certain further questions then arise : To what 
extent should this new criterion be followed ? What 
degree of price stability is desired ? Should the price 
index be employed independently of other evidences 
of the state of trade ? In order to give a satisfactory 
reply to these questions, it becomes necessary to work 
out alternative systems of price stabilisation, and 
examine them in the light of different tests, -with a 
view to (^termining which wiU give the greatest 
satisfaction from all social points of view. 

In t^ foregoing notes, the conclusion was reached 
that omy^two alternative systems of price stabilisa- 
tion are practicable; these have been described as 
the “ constant price-normal ” system and the “ com- 
posite ” system. The former system involves the intro- 
duction of a recognised “ normal ” level of prices, with 
the obligation on the part of the controlling authori- 
ties to keep the price level within reasonable range of 
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that position. The “ composite ” system is one under 
which there is no such link with & "fixed “ normal ” 
position. The movement of the price level is judged 
according to its effects. Subsidiary indices are used 
to shojv when the upward movement is stimulating 
speculative enterprise, and when the downward 
movement is being accompanied by depression. The 
price movement would be restrained only when these 
subsidiary indices gave evidence of the need for change.. 

The “ constant price-normal ” gives clear definition ; 
the “ composite ” system is somewhat lacking in 
precision. The “ constant price-normal ” system 
would restrain the fluctuations"' of trade within rather 
narrower limits than woirld the looser “ composite ” 
system. The “ constant price-normal ” system 
eliminates the secular, long-period fluctuation of 
prices; the “composite” system is concerned alone 
with the current trend. 

In the examination of these alternative systems in 
the light of six different tests, the conclusions which 
appeared to be justified were broadly as follows. 
The “ composite ” system seems, at fiLrst sight, to be 
the easier of application, in that iiT nierely'^equires 
the controUing authorities to act with due discretion 
at all times, in accordance with principles which are 
ndt precisely defined. The “ constant price-normal ” 
system, on the other hand, requires somewhat closer 
attention, and might present some difficulty, more 
particularly in the initial stages. There is evidence. 
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however, that this system could be applied without 
serious disturbarrce of the money market. It would 
be operated on the principle that early anticipatory 
action in the control of credit will avoid the necessity 
of more drastic action later. Moreover, once the system 
were recognised, the existence of an established 
“ normal ” level of prices would, by its psychological 
influence, materially reinforce the influence of even 
miinor movements of the discount rate. 

In the actual method of application of the system 
an adequate margin of discretionary power would be 
vested in the controlling authority to enable them to 
make an allowance for focal or temporary disturbances 
and to bring the system into operation in a gradual, 
frictionless manner. The fear that it would prove 
too “ rigid ” in its application is therefore unfounded. 
The idea of rigidity is not applicable in the sense that 
the system would require for its operation measures 
of great severity. The task of preventing instability 
by this method of early intervention would seem to 
involve considerably less severity of action than would 
any system of procrastination or eleventh-hour 
action st5!ch as that in operation before the war. 

As regards the second test to be applied, it was felt 
that little differentiation could be made between the 
two systems in the matter of their ability to yield 
a high level of consumption. The “ composite ” 
system, with its wider fluctuations of prices and 
Consequently its wider fluctuations of stocks, might 
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yield a lower level of long-period consumption tiian 
the more stable system. But tlis disadvantage 
might perhaps be offset by its introducing a somewhat 
greater speculative stimulus into business. There 
seems, to be some foundation for the opinion that the 
existence of an element of chance or risk provides an 
added incentive to expansion and invention. Men 
are gamblers at heart; and the introduction of risk 
imparts an added zest to production. However, a 
further more analjdical examination of the influence 
of the speculative stimulus seemed to show that this 
factor makes little real difference to the development 
of invention or of economies in method and organisa- 
tion, even in the most wildly fluctuating regime. 
Therefore, given two relatively stable systems for 
comparison, no serious distinction would seem possible 
on these lines. 

It was felt justifiable to pass to the subsequent 
tests with the balance sheet still comparatively clear. 
The next problem, that of the relation between price 
stability and current conceptions of social justice, 
gave rise to difficulty in view of the obscurity surround- 
ing the meaning of the much used, and perhaps- abused, 
expression “ social justice.” However, by confining 
attention to what people actually mean, rather than 
vdiat they ought to mean, by justice, a certain con- 
clusion is possible. The principle expressed in the 
“ right of property ” is sufficiently widely accepted 
in present times to form the basis of a logical argttiBent. 
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The right of property, which is recognised both at 
law and in pub'ic opinion, in a large majority of 
countries, implies that the ownership of property or 
goods confers the right to contiuue holding the same 
property or goods unimpaired. If any person has 
acquired, by approved means, a given quantity of 
property or goods, his ownership shall be duly pro- 
tected against incui;sions by other individuals. This 
is a principle which throughout the centuries .has 
gradually been ingrained into men’s minds. It is 
a corner-stone of the existing legal and economic 
system. Whatever views each individually may hold 
regarding the actual ^chical basis of this principle, 
it plays such a fundamental part in the existing 'social 
and iudustrial order that one may quite legitimately 
build a conclusion on it. 

The conclusion is reached as follows. Changes in 
the value of money are the result of changes in the 
general level of prices. Thus, aU holders of money, 
or of a title^to property expressed as a fixed amount 
of money, find that their title to property alters with 
every fluctuation in the level of prices. In other 
words, a^change in the price level deprives one section 
of property and transfers it to another. In order that 
the right of property shall not be infriuged, the value 
of money should remain permanently unchanged. 

This is an argument for the elimination not only 
of the rapid cyclical fluctuation of prices, but also of 
ihe long-period variation. It is consequently an 
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argument for the introduction of the “ constant price- 
normal ” system in preference to tie floating “ com- 
posite ” system of price stabilisation. 

A second reason adduced in favour of the “ constant 
pricemormal ” system was that it fitted more logically 
into the existing economic order. Man, as a rational 
being, can only conduct his affairs satisfactorily if 
he has some foreknowledge of the conditions in which 
he^.will have to operate. Anything which makes for 
clarity and certainty in his outlook will enable him to 
act more logically. Prices and costs enter more than 
any other factor into his^ calculations concerning the 
future. If prices in general remain constant over 
long periods, the basis of reliable foreknowledge is 
materially widened, and will assist the rational 
organisation of economic activity. It was felt, then, 
that one might justly pass from this test with a certain 
bias in favour of the “ constant price-normal ” 
system. 

Theffourth test, the object of which was to deter- 
mine the i n fluence of the alternative systems of price 
stabilisation on the cost of living, real wages and 
industrial disputes, gave a further conclusmh m favour 
of eUminating the long-period fluctuation of prices. 
Clear evidence exists to show that it is not only the 
rapid short-period fluctuation of prices associated with 
the cyclical boom and slump that causes an outburst 
of disputes, but that the slower long-period movement 
is equally provocative of dissension. The gradual*. 
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insidious rise in the cost of living, which accompanies 
a progressive upivard trend of prices such as that 
experienced from 1909 to 1913, is bound to lead 
ultimately to a general upheaval due to dissatisfaction 
with existing rates of wages. In order to avoid this 
cause of disputes, it is necessary, therefore, to eliminate 
the long-period or secular movement of prices. This 
can be effected by ..the introduction of a recognised 
normal into the system of price stabilisation, as 
would be done in the case of the “ constant price- 
normal ” system. 

The “ composite ” system, on the other hand, is 
unsatisfactory, partly b?jcause it is not concerned with 
the dong-period trend of prices, and partly because 
it permits a greater width of fluctuation in certain 
conditions which affect the worker’s life and thereby 
the general progress of conciliation. Under this 
looser system the continuity of employment is less 
assured. And the price basis, upon which 'all wage 
contracts rest, may at any moment be found to have 
worked so far away from its origiaal position as to 
entail a completely new beginning in setting up 
agreements ^as to wages, benefits, bonuses and all 
conditions expressed in terms of money. The element 
of long-period ficsity, the essential condition for the 
unchequered development of conciliation, is absent. ' 

The need for introducing a system which will 
eliminate the long-period fluctuation of prices thus 
"mds support both on the grounds of its fittiug most 
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logically into tlie existing economic order, and by 
virtue of its throwing down one oJbstanding barrier 
to the development of social harmony. These reasons 
are fundamental. They spring from basic principles. 
Nevertheless, their acceptance might be long delayed 
if they were not reinforced by certain arguments of 
expediency. Long-period stabilisation of prices is 
desirable in itself. But, in poinb of fact, it provides 
the. only means of securing stability of prices at all 
by any conscious process. It is true that, given 
absolute freedom of credit policy, such as might be 
possible imder a non-met^Hic system, a comparatively 
vague method of price stalSilisation, such as that 
involved in the “ composite ” system, might continue 
permanently in operation. But, when confronted with 
a dynamic force, the gold standard, no system can 
withstand the continuous pressure unless it is itself 
based on precise and solid principles. The “ com- 
posite ” 'system would crumble sooner or later, once 
the goM standard became generally oper^iye again. 

Those who wish for price stability in any form, 
must ultimately be driven towards the one solution. 
To procure what they want and to defgnf it from 
attack, they must explain exactly what they want. 
And in order to give any really precise meaning 
to price stability, they must introduce the idea of 
a fixed position on which to stabilise. In other 
words, they must introduce the conception of a 
“ normal.” 
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. Moreover, regarding the problem from the point of 
view of the exe(^tive authorities themselves, in the 
event of the central banks also concurring in the desire 
for price stability, it will be quite beyond their power 
to secure stability unless they themselves have* some 
clear idea of what they are about. They, as the 
executive power, must have in their minds some fairly 
precise conception of the aim in view before they can 
consciously attain '“it. Inwardly and mentally, at 
least, they must regard some given level of prices as 
being more or less normal. Given the mere idea of 
a normal position, howeyer loosely conceived or 
estabhshed, a certain element of strength and stability 
catfbe given to the policy; but with no suggestion 
whatever of a fixed or recognised position, stability 
cannot be maintained so long as there are forces 
opposing it. 

The final step in the argument, then, is this. Let 
it be assumed that the principle of price stability is 
accepted; that there is a definite decision "for its 
adoption as the main criterion for the guidance of 
future monetary policy ; and that in order to give this 
criterion^ clear definition and enable it to be made 
effective, the executive authorities must have in their 
minds a “ normal ” level of prices. The problem 
then remains : should the executive make known fo 
the general public what is the normal which they have 
in mind? Should the normal be recognised openly, 
or should it be kept under cover merely for the use of 
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the Central Banks and others trying to make it 
efiective ? 

This particular problem is perhaps, of all, the most 
crucial. It would he raised as the essential issue, for 
instance, at a Conference of Central Banks such as that 
recommended at Cenoa. If such a conference were 
to take place, would the Central Banks be prepared 
to broadcast their intention to adhere as closely as 
possible to a given normal ? 

There arises, at the outset, one serious objection to 
such a procedure. It might be considered impossible, 
particularly in the early^stages of stabilisation, to 
make the normal sufficiently' effective in practice. 
Assuming that such a doubt were justifiable, the banks, 
having set themselves a certain task, would feel 
in danger of failing in its complete accomplishment, 
and consequently of incurring some criticism and losing 
a measure of their high repute. Although this must 
inevitably appeal as a strong argument to those 
directly* concerned, one feels that perhaps ^t expresses 
a somewhat over-cautious attitude. In the first 
place, the maintenance of a given normal would 
represent a self-imposed obligation; and* failure 
would simply mean that the ideal had been too high. 
Criticism under such conditions would clearly be 
unjust and would therefore not merit consideration. 
In the second place, although the normal is fi:sed, 
the limits of permissible fluctuation from that normal 
would initially be experimental and entirely at the' 
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discretion of the^ banks tkemselves. Thus, even witb 
the normal fixe^, tbe banks are still their own task- 
masters, and are therefore their own judges. Finally, 
the normal itself might even be regarded initially as 
provisional. It might be given a limited lease of 
life and be subject to possible subsequent revision. If 
the new policy were thus introduced on an experimental 
footing first, then aH sections would be content and the 
‘extremes of cautidh satisfied. 

There remains a wealth of argument showing the 
expediency from other points of view of openly recog- 
nising a normal price Jevel. Eegardless of the 
fundamental reasons louched upon above, the fixing 
of a normal gives the clearest possible assurance that 
the policy approved is to be sedulously applied. No 
international doubts can then arise ; the real burden 
of international debts becomes fixed ; the price policy 
is clearly known and is one to which all nations can 
subscribe since theic several interests are equally 
safeguarded. 

Finally, the introduction of a normal, by imparting 
clarity and definition, wiU give the maximum of 
satisfaction to a vast and growing movement for 
monetary stability. Spasmodic attempts before the 
war have probably given this movement its true 
economic foundation. But it is the more recent period 
of violent price inflation and subsequent coUapse 
which has seized the public imagination and inspired 
renewed attempts to set stability of prices foremost as 
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the aim of monetary reform. The Brussels Con-, 
ference first, in 1920, threw out w|,rnmgs that the 
policies of inflation and deflation would prove dis- 
astrous. Their lesson was well illustrated by sub- 
sequent events. The Genoa financial experts again 
declared the essential requisite for the economic 
reconstruction of Europe to be the achievement by 
each country of stability in the value of its currency. 
Later, the Financial Committee ‘of the League of* 
Nations endorsed this declaration, and gave it certain 
practical effect in the reconstruction of different parts 
of Central Europe. In 192^, the International Labour 
Office expressed the view ttfat stability of prices 
should constitute the first objective in any progranfme 
for preventing unemployment. The International 
Associations on Unemployment and Labour Legisla- 
tion, in joint Conference at Prague in 1924, urged that 
Governments should promote the application of the 
Genoa scheme for securing stability of prices. 

The decisions of these different international 
organisations, with their roots iu numerous national 
centres, are reinforced by a gradual development of 
public sentiment in almost every coug.try. The 
movement swells, finding few opponents, and drawing 
many of its most eminent protagonists from the ranks 
of bankers and financiers themselves. What, then, 
will be the ultimate result ? 

The danger one foresees is one which cannot be truly 
estimated, since it is impossible as yet to penetrate 
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into the minds of those with whom the decision will 
ultimately rest. | But there is just a possibility that 
the whole movement for price stability will be foiled, 
either because those who press vaguely for this policy 
cannot state precisely what they want, or because the 
authorities in whom control is vested are hesitant and 
tmwillmg to express in clear and open terms the object 
of their future actign. 

These weaknesses are obvious and simple.. So 
simple, in fact, that they have almost passed un- 
noticed. They seem worthy of more close attention. 
Some real meaning must^ be found for monetary 
stability and a meaning which can be approved by all. 

The foregoing notes have drawn their main inspira- 
tion from the labour point of view. It is felt, how- 
ever, that this bias has not led to conclusions incom- 
patible with the general interest; for although the 
motive of the study may have arisen from an attitude 
which is not entirely impartial, it is hoped" that the 
treatment pi the subject has not failed to give due 
weight to any point of essential concern to any group. 
However that may be, it is urgent that the question 
of definmg;4)rice stability should be given more general 
attention. We are on the eve of important decisions 
with regard to monetary policy. Before such decisions 
are actually taken it would seem desirable that" a 
consensus of opinion, representative of every interest, 
should be formed concerning the precise meaning to 
be given to price stability. 
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International Measures Necessary under the 
Gold Exchange Standard to Secure Price 
• "Stability 

The mternational measures necessary to maintain 
stability of prices under the gold exchange standard 
have been outlined by the Genoa Economic Conference 
of 1922. This Conference indicated in the first place 
that the regulation of prices might be effected by the 
control of credit, granted that there were co-operation 
among Central Banks. In the second place, price 
stabilisation through the control of credit can only 
be effected provided that credit policy is freed from 
interference by the gold situation; thus a second 
condition for price stability is that the gold basis 
should be adapted to the needs of the credit policy. 
The adaptation of the gold basis would again entail 
mternational agreement and co-operation. 

These general proposals immediately raise various 
practical problems of importance. For instance, what 
precisely may be the nature of the international 
agreement for ensuring that the gold situation will 
be adjusted to the needs of credit policy? Again 
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assuming that interference by the gold situation has 
been successfully prevented, what exactly does 
“ co-operation by Central Banks in controlling credit ” 
mean ? What are the actual measures inferred ? 
It is with such practical aspects of the problem of 
international control that the present notes are more 
particularly concerned. 

One method of. approach to the problem is as 
'follows. In order 'that price stability may be -pre- 
served, the first point of importance is to secure 
absolute freedom of credit control. Such freedom has 
existed for the last three y;ears in the United States, 
and during that period'Ihere have been unprecedented 
advances in the policy and technique of credit control. 
The reason for such developments has rested in the 
fact that policy has been quite independent of such 
mechanical factors as the gold situation. For there 
has been at all times a surplus of gold. Similarly, if 
freedom of credit policy is required for the purpose 
of maintaiping price stability the same condition 
must be secured : there must be permanently a 
certain surplus of gold in those countries which are 
to be responsible for maintaining stability of prices. 

Thus the aim of all future measures for the regu- 
lation of the gold basis so that it may not interfere 
with price policy should be the maintenance of a 
certain surplus of gold. If measures of international 
co-operation fad in this, they fail in the essential 
point, for as soon as the gold reserve ratio begins to 
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approach, its recognised mmimmn it becomes the sole 
determinant of credit policy, and consequently tbe 
chief determinant of price movements. 

The problem of maintaining permanently a surplus 
of gold is fairly simple theoretically. The amount of 
surplus gold is the difference between its supply and 
the demand for it ; and in order to preserve a surplus 
it is merely necessary that demand should be restrained 
below the given supply. It has long been recognised 
that the supply of gold itself could not without the 
greatest difficulty be subjected to regulation. Con- 
sequently the only regulation possible is on the side 
of demand. 

The demand for gold depends chiefly upon : (1) the 
nature of the various monetary systems of the world ; 
(2) the level of prices. 

The first of these conditions is perhaps of the most 
immediate importance. Under an international gold 
exchange standard there are four possible kinds of 
national monetary systems, each differing in the 
amount of gold required for its support. There is, 
first, a system based internally on paper alone, but 
linked to a gold currency such as the dollar by some 
method of exchange stabilisation so as to form a gold 
exchange standard. Such a standard, though based 
indirectly on gold, could be maintained without any 
internal holding whatever of this metal. However, a 
small internal balance of gold might conceivably be^ 
regarded as of some importance in that, no matter 
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what happened to the value of other assets held, there 
would always rej^iain one asset of stable international 
value. Here, then, are two possible systems closely 
allied, each constituting a form of the gold exchange 
standard, but one requiring a small internal balance of 
gold and the other none at all. 

Then there is the gold standard proper. A per- 
fectly efficient gold' standard can be formed without 
either gold circulation or even gold coinage. It, is 
sufficient for the Central Bank to fix a definite selling 
and buyiag price for gold and for export and import 
to be unrestricted : in such case the flow of gold to 
and from the country follows exactly the same course 
as in the case of the full gold standard with gold 
coinage and circulation, and yields a system giving 
all the advantages of the gold standard from the point 
of view of stability and international cohesion. Thus 
there are two forms of gold standard, the one without 
gold chculation entailing probably only about half the 
quantity o:l^etal required for the gold standard with 
circulation. 

Let us then recapitulate. The preservation of price 
stability entails the freeing of the control of credit. 
Credit control will be free so long as there is a surplus 
of gold. The maintenance of a surplus of gold depends 
upon the ability to keep down the dernand for gold, 
the supply not being susceptible to contrdl. The way 
to restrict the demand for gold is to prevent the 
mtroduction of monetary systems which will require 
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large amounts of gold. This leads finally to tfie 
practical solution from the interna|ional stajidpoint, 
and indicates the essential characteristic of any 
mternational agreement for the regulation of the gold 
situation. 

Such an agreement must relate primarily to the 
nature of the monetary systems which are to be intro- 
duced by the various countries of the world. As the 
basis of an international agreenlent it would seem 
necessary to draw up a schedule showing for each 
country, first, the character of the system which it 
proposes to introduce, and, secondly, the amount of 
gold required by the system®proposed. When com- 
pleted for all countries the schedule would show 
approximately the demand for gold throughout the 
world. From statistics showing the existmg supply 
of gold it would then be possible to determine whether 
there would be a surplus. If this were assured, then 
the schedule might form the basis of an international 
agreement for signature, the representatives of each 
country undertaking to secure the operation of the 
conditions in the schedule in so far as they affect their 
own coxmtry. If, however, the schedule jveie to give 
evidence in the first place that the demand would 
exceed the supply of gold, and that no surplus would 
therefore be available, then negotiations would be 
entered into by the organisers of the proposed agree- 
ment with a view to the modification of certain of the 
national systems proposed, so that less gold wou?d 



152 


MONETARY STABILITYr 


be required. The schedule would be revised in 
accordance wit^ any modifications which might 
result; and when finally it gave assurance that a 
surplus of gold would remain, it might then be signed 
as the basis of an international agreement. 

It seems probable that certain practical difficulties 
would arise in securing an absolutely complete schedule 
or its complete ratification. Possibly some rather 
less formal method than that suggested above will 
be adopted in practice. Nevertheless, the principle 
underlying this proposal stands firm, namely, that an 
international agreement for the regulation of the gold 
basis of currency must Inevitably be an agreement as 
to the nature of the monetary systems to be intro- 
duced by the various countries. 

There is a further problem of importance relating 
to the regulation of the gold basis. Let it be assumed 
that an agreement such as that suggested here has 
been adopted and that a surplus of gold is thereby 
assured. Such an agreement can, however, b'fe only 
temporary. Countries would not wish to bind them- 
selves indefinitely to any given kind of monetary 
system. 'Consequently it may be impossible to give 
the agreement more than, say, a three years’ lease. It 
would seem desirable in that case that a permanent 
international committee should be appointed to which 
all proposed changes should be communicated, so 
that the committee might endeavour to secure com- 
pensatory adjustments in other parts of the inter- 
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national system, and so that, at the expiry of the first 
agreement, a new schedule would Ip ready, equally 
ensuring the continuance of a surplus of gold. 

Finally, it would be of little value to expend all 
the effort involved in the foregomg process for ensur- 
ing a surplus of gold if, immediately the agreement were 
signed, the general level of prices were allowed to rise 
and so destroy the surplus created. The adequacy of 
the .gold supply depends partly upon the volume of 
credit extended to industry, which in turn depends 
upon the general level of costs and prices. Thus in 
proportion as prices rise the gold surplus must dwindle. 
From this it follows that a further essential feature 
for the continuance of the excess of gold, and there- 
fore of the scientific management of credit, is that the 
price level should not be allowed to rise seriously 
above its initial position at the time of signature of the 
agreement. 

This, however, brings us to the question of price 
control ’and the regulation of credit, which constitutes 
the second part of the problem of international co- 
operation. In dealing with this second problem, we 
nevertheless carry forward a fairly clear Jiypothesis. 
It will be assumed that an agreement has been signed 
whereby a surplus of gold has been assured. It will 
be assumed, further, that the level of prices at the 
time of signature of the agreement is to be regarded 
as more or less “ normal.” The problem is. How 
rnay the price level be prevented from diverging far' 
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.from that initial position; more particularly, what 
are the international measures which will facilitate 
the preservation of that “ normal ” ? 

International Co-operation in the Stabilisation of 
Prices through the Control of Credit. 

The first problem which would arise in the main- 
tenance of a “ normal ” level of prices would be to 
"■secure an internationally acceptable method of measur- 
ing the general level of prices, or, otherwise expressed, 
the purchasing power of gold. Viewed from the 
practical standpoint, it would seem that, at the 
beginning, an America'a index should be used. Since 
a large proportion of the world’s monetary supply of 
gold is at present in the keeping of the United States, 
it would seem only reasonable that the task of main- 
taining the value of the metal should rest with that 
country, and that the measure of its value should 
initially be an American index. The index of whole- 
sale prices of the Bureau of Labour StatisticJ^ might 
suitably be used, until it were decided as a result of 
investigation whether the international measurement 
of the purghasing power of gold is practicable. 

We will postulate, then, that in the early stages of 
the stabilisation policy the task of maintaining a 
steady purchasiug power of gold will be centralised 
in the United States, and that the price index chosen 
as the measure is that of the Bureau of Labour 
’'Statistics. The problem would then arise : How may 
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it be possible for European and other countries to 

assist the stabilisation policy ? ^ 

It would be well to consider first t\e case of rising 

prices. If the index began to show excessive diver- 

gence*from the “ normal,” the first action in the United 

States would be to restrain the expansion of credit 

by the sale of securities on the part of the Federal 

Keserve Banks, and by the raising of the Rediscount 

Rate. However, if this were to throw the Rediscounf 
* 

Rate above European discormt rates, the exchange 
would be turned in favour of the United States and 
gold would tend to flow th^re from Europe. An inflow 
of gold would weaken the -Control of the Federal 
Reserve Banks over market rates, and would courfter- 
act the restrictive policy followed. Thus if there 
were no co-operation between Europe and America, 
and Europe remained quite passive when American 
discount rates were raised, the difficulties of that 
country " would be increased. Assuming, however, 
that thhre were the intention to co-operate^ the raising 
of the rediscount rate in America would be a signal for 
European banks that help was needed, and this fact 
would be given all the weight possible by these banks 
in determining their own policy. As a result, some 
sympathetic upward movement of discount rates 
might be expected in Europe. The more extensive 
the movement the greater would be the reinforce- 
ment of American policy. If, indeed, the raising 
of European discount rates were to lead to an out- 
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ward flow of gold from America, tlie grip of the 
Federal Keserve^ Banks over internal monetary con- 
ditions would be very materially strengthened. 

It should be noted in passing that it is not so much 
the actual volume of gold in the vaults of Eeserve 
Banks, as the flow of gold to and from the country, 
which determines the influence of the rediscount rate 
on the market rate. An inflow of gold affects the 
inoney market first by being deposited with -the 
commercial or Member banks. These banks are then 
for a period relieved of the necessity of rediscounting 
bills at the Federal Eeserve Banks for repleting their 
own reserves, and are consequently more independent 
of iike rediscount rate. Market rates thus tend to be 
disconnected from the central rate and to be forced 
down by an inflow of gold. Conversely, the money 
market tightens when gold is exported, and the power 
of the Central Banks is strengthened. 

Moreover, the disappearance of gold has a further 
twofold effect, partly psychological and * partly 
political. In the first place, it is an early warning that 
money rates wiU soon be raised above their existing 
position,'' and thereby leads to more cautious use of 
credit on the part of merchants. Secondly, it pro- 
vides a sound excuse for the Federal Eeserve Banks to 
raise then rates at times when they are troubled with 
political and other opposition. 

It is to be seen therefore that although the United 
Btates might be given the priucipal role in maintaining 
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stability of prices, its task could be considerably eased 
by enlightened co-operation from European and other 
countries using gold. In essence such co-operation 
would entail little more than the general sympathetic 
movement of discount rates. But refinements would 
cohie with time. For instance, the movement of 
European rates might even on certain occasions 
precede the American change, with a view to making 
the. latter more possible. The development of aif 
international technique would raise little difficulty 
provided only that there were the will to co-operate, 
and that the objective to be gained were clearly 
known. • 

It would seem desirable, in conclusion, to link up 
the foregoing somewhat scattered suggestions with 
the proposals contained in the earlier part of this 
essay, by making a concrete recommendation as to the 
lines on which monetary policy might suitably be 
directed in the future. The proposal, then, is as 
follows*: 

1. The level of prices or the purchasing power of 
gold on a selected date, say 1 January, 1926, should 
be recognised as “ normal.” 

2. The index officially selected for the measurement 
of the level of prices should initially be an American 
index. 

3. The method of regulating credit in the United 
States should continue unmodified except in one 
respect. Whilst directing its pohcy towards trad^ 
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stability in accordance with its existing methods, the 
Federal Eeserve, System should have regard to the 
necessity for restraining the price level within reason- 
able range of the recognised “ normal.” The limits 
of fluctuation from the “ normal ” would be undefined, 
and would be at the discretion of the Federal Eeserve 
System. 

4. The Central -Banks of European and other 
■countries should support with their own discount 
policies the policy of the United States, in so far as 
their own national situations might permit. 

6. An International Conference of Central Banks 
should be convened for “the purpose of establishing and 
assisting the operation of the foregoing -principles. 
With a view to avoiding possible interference by the 
gold situation with the credit policy entailed by the 
above proposal, an international agreement should 
be adopted ensuring the continuance of a surplus of 
gold; Such an agreement would relate to the nature 
of the national monetary systems to be established in 
the various" countries of the world. 

6. A permanent international monetary relations 
commissfou^ might be appointed for conducting future 
international negotiations for ensuring the continued 
application of the principles established by the first 
Conference of Central Banks, and facilitating the 
development of international co-operation. 
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Brief Comparison of the Gold Exchange Stan- 
dard AND THE NON-MEmLLIC EXCHANGE 
^ .Standard ^ 

It is evident that no question affecting monetary 
policy can be discussed without reference to the nature 
of the monetary system •which would most fully 
satisfy the requirements of the policy proposed. Eor 
the purpose of the body of the present essay, it was 
assumed that the general return to the gold standard 
or the gold exchange standard was inevitable and that 
for any practical discussion of monetary policy this 
condition must be accepted as basic. It might not 
be valueless, however, to examine the non-metallic 
exchange standard on its merits, temporarily dis- 
regarding the overwhelming practical consideration 
that the majority opinion favours the retum*to gold. 

With a view to comparing the advantages yielded 
respectively by the gold exchange standard and the 
non-metallic exchange standard, certain principles 
will be regarded as representing the chief aims of 

^ Written before the resumption of the gold standard by Great Britain, 
but possibly retaining some theoretical and, in the distant future, practical 
interest. 
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xaonetary policy; then the ability of each of the 
above systems to secure these aims will be examined. 
The Tnain principle to be secured will be taken to be 
that of price stability; and the degree of success 
attained will be estimated from the international 
poiat of view. If, under either of the systems, success 
in securmg price stability in the more advanced 
countries were to be ofiset by failure in others, this 
‘'would be regarded as a weakness in that system as a 
whole. 

A further principle, that of exchange stability, will 
be regarded as important, partly by virtue of its 
adding a further elem^it of certainty to international 
commerce, and partly because it imparts a necessary 
degree of cohesion to the whole system of inter- 
national price and exchange stabilisation. It has 
been noted already that when one country stabilises 
its exchange rate with a second country it thereby 
automatically binds its price level to that of the second 
country. Exchange stability may thus be considered 
of most value as a means to an end ; it is a means 
whereby any country not provided with adequate 
machineryi, for the independent stabilisation of its 
price level may secure price stability by linking itself 
to another country better equipped; or, conversely, 
it is a means whereby a minority of countries in which 
the science of monetary control is most perfected 
can transmit to the whole international system the 
'Advantages of stable money. 
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A complete international monetary system, capable 
of yielding both price and exchange stability on an 
universal scale, can be establishe(^ either with or 
without the use of gold. All that is necessary for 
univejsalising this dual form of stability is that 
certain central countries should stabilise their internal 
price levels and maintain exchange stability amongst 
themselves, and that the remainder should stabilise 

theif exchange rates with one of the central countries? 

# 

A complete international block of price and exchange 
stability would then be formed. 

The Genoa System for ^ Gold Exchange Standard 
is based on the above priacipl,es. It provides, in the 
first place, for the resumption of the gold standard in 
fully effective form by a limited number of central 
countries, which would co-operate in the endeavour 
to maintain their price levels steady. Exchange 
stability between such countries would then be auto- 
matically effected through the operation of the gold 
standard. The remaining countries would link them- 
selves up by stabilising their exchange rat?s, with the 
aid of “artificial ” machinery, with one of the gold- 
using countries. They would thereby acquire not 
only exchange stability, but a high measure of price 
stability. In this way there would be formed an 
international gold exchange standard yielding 
universal price and exchange stability. 

The principles on which a Non-MetaUic Exchange 
Standard would be organised are almost identical with 
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those of the gold exchange standard. If, for instance, 
'Great Britain, when on a non-metallic basis, were to 
adopt price staMlity as the chief aim of its monetary 
policy, and if all other countries were then to stabilise 
their exchange rates with sterling, an international 
non-metallic exchange standard would be formed. 
Such a standard would yield a high degree of both 
price and exchange stability on an international 
scale. 

Prom the purely theoretical point of view there . 
seems to be little distinction between the two systems 
as a means of providing the dual form of stability. It 
is therefore upon th§ practical issues raised that 
attention should be concentrated in order to determine 

m 

on which side the advantage lies. 

1. It seems improbable that the non-metallic 
exchange standard could in actual practice be made 
fuUy international in scope from the point of view of 
exchange stability. Certain coimtries would prefer 
to take advantage of the freedom which this standard 
offers to pif&serve independence of price policy, rather 
than bind themselves to another coirntry by stabilising 
the excHnge rate. If, for instance. Great Britain 
and the United States, under a non-metallic standard, 
were each unwilling to sacrifice their independence 
by introducing machinery for stabilising the doUar- 
sterling exchange, then there would always be a 
certain degree of exchange instability as between the 
J;wo countries. Such instability would not only affect 
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the two countries immediately concerned, but would 
be transmitted to others. For no country forming* 
part of the group which used sterling as a basis for 
exchange stabilisation could at the same time main- 
tain exchange stability with any one of the group 
which stabilised with the dollar (except when, by 
chance, the sterling-dollar exchange rate itself re- 
mained stable) ; and vice versa. 

The gold exchange standard eliminates this dis-, 
advantage of exchange instability. All the central 
countries, being on the gold standard, are automatic- 
ally linked to the same monetary policy, and have 
their exchange rates witL each other automatically 
stabihsed. The other countries, by stabilising the 
exchange rate with any one of the central countries, 
would secure exchange stability, not only with this 
particular country, but with all others forming part 
of the system. 

Hence,- exchange stability is realisable on a com- 
pletely ^ternational scale under the gold exchange 
standard more certainly than under the nsn-metallic 
exchange standard. 

This advantage may to a certain extent be offset 
by the fact that under the gold exchange standard the 
influence of American monetary policy will materially 
aflect, if not entirely dominate, the policy of all other 
parts of the system. The evidence is not yet con- 
clusive that the ability to stabilise prices is greater 
in America than in other financial centres. Conse- 
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quently the adoption of the gold exchange standard in 
preference to the non-metallic standard, by creating 
greater dependence on American policy, might entail 
the sacrifice of a measure of price stability on the part 
of countries better equipped for maintaining a,stab]e 
level of prices. 

The strength of this argument depends entirely on 
one’s view as to the willingness and ability of the 
.United States to maintain a stable level of prices. 
On this point there is no final assurance and a judg- 
ment is therefore difficult. 

2. In the case of those countries which are in a more 
primitive state of develcTpment the gold exchange 
standard would seem to offer certain potential ad- 
vantages over the non-metallic exchange standard. 
In the first place, under a non-metallic standard there 
would be a greater tendency for countries to attempt 
independence of monetary policy. In the case of the 
better organised coirntries, this might be an advantage. 
But for others it might prove disastrous. In any event 
it would destroy the general state of cohesion of the 
international system as a whole. 

Furthermore, there may be countries in which the 
stabilisation of the exchange rate by “ artificial ” 
measures {i.e., without the use of gold) camot be 
effected. Although there exists, for every possible 
variety and stage of monetary development, a corre- 
sponding method of stabilising the exchange rate, yet 
there may be countries in which those in control are 
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not fully conversant with the local organisation and 
are therefore not competent to apply the requisite 
machinery. This lack of understanding of the national 
situation has, in fact, caused the failure of certain 
experiments in exchange stabihsation during recent 
years. 

Weaknesses due to inadequate organisation or to the 
inability of those in control to comprehend the 
difficulties peculiar to the national situation might in 
certain instances be remedied under the gold exchange 
standard by the adoption of the gold standard itself 
in the countries concerned. There are few parts of 
the world in which the method of operating the gold 
standard is unknown, and consequently, wherever 
the political situation permits, the gold basis might be 
re-introduced in any countries which are incapable 
of applying an artificial system of exchange 
stabilisation. 

In brifef, then, it may be said that, whereas from the 
purely •theoretical point of view little distinction can 
be drawn between the two systems, the efi®;t of intro- 
ducing the gold exchange standard would probably 
be to add a considerably greater measure oLcohesion 
and unity to the system as a whole lhan would 
be .immediately practicable under the non-metallic 
system. It would more easily collect up the weaker 
units and bind them to the general block of inter- 
national stability. The advantages of such inter- 
national unity depend very materially, however, upoi^ 
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.tie success wiici tie United States, assisted by tie 
Central Banks of otier countries, can aciieve in 
applying a poli<^ of price stabilisation. 

3. Any final decision as to wiici monetary system 
may prove most suitable is rendered difficult, not only 
because tie various considerations raised are almost 
imponderable in tiemselves, being dependent on iigily 
speculative circumstances, but also because it is exceed- 
ingly difficult to bring tiem into true perspective. 
Bor instance, tie more immediate or opportunist con- 
siderations, suci as tie adjustments necessary on 
introducing tie system, frequently loom large, out 
of all proportion to their 'iltimate importance. For 
wien it is considered tiaUtie action wiici may be 
taken during tie next eighteen months will have a pro- 
found influence on tie whole future course of monetary 
policy, it would seem essential to take tie longest 
possible view of any propdsals for reform. Tie 
immediate effects of tie introduction of tie new policy 
must be regarded as of relatively minor importance. 
For this reason tie more passing considerations, which 
it is proposed to touch upon next, are not intended to 
carry meo|i emphasis. 

From tie purely opportunist point of view, a certain 
advantage would seem to lie on tie side of tie non- 
metallic system. Each country, in affiliating itself to 
tie system, could select whatever moment it wished 
for doing so. It would be free to choose tie price 
devel wiici would prove most convenient to its 
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industry, and could postpone joining the system until 
■that price level had been reached. 

This freedom of choice is not absplutely denied in 
the case of the resumption of the gold standard. 
Nevertheless, for those countries which are relatively 
close to pre-war parity, the possibility of their re- 
suming the gold standard by a contrived movement 
of the price level will always be present in the minds of 
those in control, and may materially disturb the 
confidence of business in the countries concerned. 

The introduction of a non-metallic standard, whilst 
being smoothly effected from the point of view of trade, 
would not, however, be -entirely frictionless in other 
respects. The complete demonetisation of gold would 
entail important readjustments in several spheres. 
For instance, if countries using gold were to abandon 
the gold basis, and begin to seU the metal in the 
market, the price of gold would fall universally. All 
holder^ of gold and all creditors for gold would lose 
in proportion. The debtors would, of course, gaiu. 
For mstance, unless there were a readjustment in the 
nominal amount of reparations payments, Germany’s 
burden might fall to about half its present ^^al value. 
This might be regarded as an excellent’' result from 
many points of view. But it would certainly raise 
difficulties, and probably some friction. 

Any Central Banks which still held large supplies 
of gold would find themselves in possession of an asset 
of much reduced value. They need not necessarily 
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lose thereby, since they might sell their gold and 
replace it with legal tender notes. But with the sale 
of gold the pric^of the metal would fall still further, 
and complicate readjustments in other spheres. 

Gold production would cease almost entirely for a 
number of years. Unemployment at the mines, and 
business loss, would ensue and would require 
compensation. 

These considera-fions, regarded as current and 
immediate questions, are important; and they will 
materially influence the final decision as to the mone- 
tary standard to be adopted. But when a long view 
of the situation is taken jtheir importance rapidly 
dimin ishes. Bor it is evidently preferable that certain 
readjustments, lasting perhaps three or four years, 
should be effected, than that the world should con- 
tinue decade after decade paying an enormous toU for 
the extraction of gold from the earth. There can be 
no comparison between the immediate expense of 
compensating gold-mining and other interests cm the 
one hand, ^d the continuous cost of producing the 
precious metal during an unlimited future, on the 
other. 

The arguiiient goes a little further than this, how- 
ever. Although the expense over long periods is .a 
more important consideration than any current 
adjustments which may be necessary, the whole 
question of material expense is itself of less importance 
than that of the results to be gained from the use of 
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gold. If it could be proved that this metal were 
•capable of conferring upon the world a monetary- 
system superior to any other, then ths question of the 
cost of gold production is of relatively little conse- 
queqce. If, on the other hand, the world’s trade could 
be efiected more smoothly by the aid of a non-metallic 
system, then the continued mining of gold is not only 
a waste but is detrimental to the interests of the 

1 •*> 

coipmunity. The essential test in all ckcumstance^ 
is not the expense entailed, but the results which gold 
will yield in comparison -with what could be achieved 
without it. 

It seems rational, therefore, in the first place, to 
put aside current considerations in favour of long- 
period effects, and, secondly, to put aside questions 
of expense as being quite subordinate to the results 
which may be achieved. One is thus left with the task 
of determining what may be the ultimate results 
given by the two systems. However) even though 
attention be concentrated on this one phase alone, 
no clear conclusion seems possible, since* the future 
under either system would be somewhat uncertain, 
being dependent very largely upon the.^a^titude of 
quite a small group of human beings. “All that seems 
possible is to express briefly the opposing points of 
view of the metallist and the non-metaUist, and 
indicate the line on which a sane compromise might be 
effected. 

The principal inspiration actuating the propaganda 
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qf the non-metallist is the belief that price stability, 
the chief aim of monetary policy, can only be satis-- 
factorily achievsd when the monetary system in 
which it is operated is quite plastic. The intro- 
duction of gold into the system would add an element 
of rigidity. There would be ever present the necessity 
of moulding the gold situation to the requirements of 
the price policy. This might be difficult. It might 
entail internatiojial collaboration of a most advanced 
character, a kind of collaboration of which there is at 
present little outward evidence. Even in the most 
ideal circumstances, the gold situation would attract 
some attention, and, m.,so doing, would draw interest 
away from the main task, that of developing scientific 
indexes for assisting the policy of price stabilisation. 

On the other hand, given a non-metallic basis, those 
in control of monetary policy would be absolutely 
free to determine their policy on a purely scientific 
footing. Not only would they be unfettered, b’ut they 
would be drawn by the force of circumstances to devise 
new criteriS and evolve a carefully designed system 
of conscious control. The principle of price stability 
would in^^tably emerge as the most important 
criterion for their guidance. Once accepted, this 
principle would continue unchallenged by gold or any 
other material factor, throughout time. 

Those who favour gold resumption regard the 
problem in a somewhat different light, though the 
distinction between this group and the non-metaUist 
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■group is probably one of temperament rather than ajU 
actual point of view. Their purpose also, when they 
recommend the resumption of the ^old standard, is 
that of securing price stability; only they would be 
coirfcent to risk sacrificing the maximum of stability 
in the certainty of securing at least a measure of 
stability. The gold standard, even though not 
“ managed,” would place certain definite limits on 
possible fluctuation of the price level, and such limits 
might even prove to be narrower than those yielded 
by the non-metallic system if the latter were only 
loosely controlled. The element of caution is strong 
with this group. The g’old standard has been tried. 
At least the manner of its operation is fuUy known. 
Mistakes in its application may have occurred in the 
past; but the lessons taught have been well learned. 

Gold automatically gives a measure of security. 
But, in so doing, it does not preclude the possibility 
of scientific and progressive development. There is 
reasdn to believe that the gold standard, converted 
into a “ managed ” gold exchange standard, could be 
applied with considerably greater success than hereto- 
fore. With certain modifications iu t,]j# principles 
of application and a determined effort of international 
Collaboration, embracing the co-operation of the 
United States, a higher degree of international price 
and exchange stability than has yet been Icnown could 
be achieved. 

From the immediate practical point of view the only 
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rational attitude appears to be to accept the fairly 
general assumption of the gold standard as inevitable, 
and from that basis build constructive suggestions for 
the evolution of the system. Such a movement for 
gold resmnption may be turned to advantage provided 
the Genoa proposals are brought immediately into 
operation. If the international co-operation recom- 
mended by the Genoa Conference takes concrete forpi, 
and if the principle of price stability is adopted and 
clearly defined, the prospects for the future are most 
promising. Indeed, were the Central Banks to give a 
clear guarantee of their intention to place stability of 
the value of gold foremost %s a criterion for credit 
control, it would seem an act of grave irresponsibility 
to attempt in any way to impede their progress in 
securing this imiversally desired purpose in the manner 
which appears to them most practicable. 

The adoption of the gold exchange standard, in 
accordance with the recommendations of Genoa,* would 
constitute an epoch-making development in' the 
evolution ofmonetary organisation. It would repre- 
sent an open declaration that the days of unmanaged 
currencies '^e over, that the attitude of naive faith 
in the condition of the gold supply belongs to an 
obsolete age and is to be supplanted permanently by -a 
considered effort of international co-operation to 
govern such circumstances as are susceptible to 
control. 

-In character this step might even be regarded as 
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.an advance towards non-metallism, in- spite of its 
entailing the resumption of the gold standard in 
various countries. For although t}je gold exchange 
standard partially preserves the form of the gold 
standard proper, it shows, in actual principle, much 
closer resemblance to the non-metallic exchange 
standard than to the gold standard in operation before 
the war. The gold exchange standard is, in fact, a 
combination of the gold standard^ proper and tjie 
non-metallic standard. Under this combined system, 
countries with paper currencies graft themselves on 
to the golden branches of the system by means of 
exchange stabilisation. -jThe system remains based 
essentially on gold and preserves the ‘same safe- 
guards and general cohesion as the traditional pre- 
war gold standard. But, whilst gold is still used 
for uniting countries in a combined monetary policy, 
this metal no longer dictates what the combined 
policy shall be. The gold reserve ratio is supplanted 
by the criteria employed for a “ managed ” currency 
It seems just possible that, with tl^ pendulum 
swing of monetary fashion, the number of countries 
which are drawn to the discovery tha^^old is an 
unnecessary element in their monetary systems will 
increase, and that the regime of paper currencies 
artificially stabilised with the dollar or sterling will 
be extended. Such extension would signify a general 
veering towards the non-metallic standard. 

If the development were to become really popular, 
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it would almost compel tlie remaining gold-using 
countries to abandon tbe gold standard, there being 
presumably somg limit to tbe amount of discarded 
gold wbicb countries even as rich as tbe United States 
would be prepared to absorb. Tbe further evolution 
of tbe gold exchange standard towards non-metallism, 
and tbe possible reactions wbicb this may have in 
different spheres, is therefore a subject worthy of 
tbe attention of economists. 
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